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PART 1. FIVANCIAL INFORMATION 
ALLEGIANCE TELECOM. INC. AND SUBSIDIARIES 

(Debton  and Dpbron-in-PoEsosslon) 
COVDEKSED CONSOLIDATED BALANCE SHEETS 
(Dollars m lhouunds. P T I P ~  share and per share data) 

ASSETS 
Current alSeti 

Cash and cash equivalents 
Short-term investments 
Restncted shon-term investments 
ACCOUO~S receivable. net 
Prepaid expenses and other cumem assels 

Total cumnt assets 
Propetty and equipment net 
Deferred debt issuance costs net 
Long-term investments, restricted 
Oiher asselr ne1 

Tota! assets 

LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT) 
Current l iubilitw not subject to compromise 

A C C O U ~ ~ S  payable 
Accrued !iabilmes and other current liabrlitirr 
Current portmn of long-term debt 

Total ~ u r r e n t  liabilities not subject to compromise 
Liabilities subject to compromise (see Note 2 )  
Long-term liabilities not subject IO compromise 

Long-term debt 
Other long-term liabilities 

T o l d  long-term liabilities not subject to compromise 
Commitments and contirgencies (see Note I I )  
Stockholders' equity (drfieit) 

Preferred stock, 6 01 phr value. I.WO.000 shares authorized. no shares issued or outstanding at 
September 30.2003 and December 31,2002 

Common stock, S 01 par value, 750,000.wO shares authonred. 125,264,444 and 125,157,605 
shares issued and 124,742.246 and 124,830,110 shares outstanding at September 30,2003 
and December 3 I ,  2W2, respsctively 

Additional paid-in capital 

December 31, 2002, respectively 
Comma" stock warrants 
Deferred cornpenration 
Accumulated deficit 

Common stock I" treasury. at cwt, 522.198 and 327,495 shares at September 30,2003 and 

Total stoekholders' equity (deficit) 
Total liabilities and stockholders' equity (deficit) 

$ 284.062 S 253,311 
50 I 30.955 

117730 153.196 
25,139 18,916 

429.254 456 378 
745,822 924.106 

14,194 15.879 

1.822 ~ 

6 905 881 
29 608 43.974 

S 1,225.783 S 1.441.218 

16 37,895 S 59,282 
81 324 124,444 
- 561.532 

119.219 745,258 
1336.142 - 

- 639,691 
6 12,545 
6 652,236 

1.252 1,251 
1,808,382 1,808,690 

(45) (451 
1.857 1.857 

(5.1491 ( 2.5 6 9 ) 
(2,038.461) (1.762.880) 

(229,584) 43.724 
S 1.225.783 S 1.441.218 

The accompanying notes are on integral pan of these consolidated financial statements 
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ALLEGIANCE TELECOM. INC. AND SUBSlDlARlES 
(Debtors and D~btors-in-Porrerr,on) 

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS 
(Dollars tn thousands, except share and per share data) 

(Lnaudlled) 

Cash flows from operating a ~ t i v ~ t i e ~  
k t  loss 

Adiurtments to reconcile net loss to cash provided by (used in) operating actwilies- 
Reorganization expense. net 
Depreciation and amomzatm 
P r o ~ i i i o n  for uncollectible accounir receiiable 
Gain on sale of investment 
Accretion of In\entments 
Accretion of Sener B and 12 ' /#Oh notes 

Amoriization of deferred debt issuance costs 
Amoflization of deferred compensation 
Clooduill impairment charge 

Changer m assets and liabilities - 
Decrease (tncrease) ~n a~countr receivable 
Decrease (mcrease) in prepaid expenses and other current assets 
Decrease (mcrease) in other assets 
Decrease tn accounts payable 
l i i ~ r e a ~ e  (decrease) tn accrued Iiabil!ties and other current liabilities 

het cash used in operating a ~ t i v l t m  before reorganizations Items 
Reorganization items 

Keorganizatmn expense, net 

Reclarstfieatmn of debt subject to compromise 
ln~ieare I" post-petmn reruuctunng a c m a l s  
Increase in liabilities subject to compromise 

Net ESlNCIurlng gal" 

Net cash provlded by (used m) operallng aCllvllles 

Purchaser of propeny and equipment 
Capilalized interest 
Purchases of subsidiaries, net of cash acquired 
Purchases of investments 
Proceeds from sale of investments 

Cash flows from financing B C I I Y I I I ~ I  

Cash flows from investmg activities 

Net cash provided by (used in) investing actlvitieS 

Proceeds from ~ssuance of common stock, net 
Proceeds from borrowings under senior secured credit facilities 
Payments on senior secured credit facilities 
Payments on capital lease obligations 
Other 

Net cash prowded by (used m) financing aClll'2lleS 
Increase (decrease) ID cash and cash qu~valcnLs 
Cash and cash equivalents, beginning of period 
Cash and cash equwalents, end of period 
Supplemental disclosure of cash flow mformat~on 

Supplemental disclosure of non-cash investing and financing BctIYItIcs 
Cash paid for mierest 

Assets acquired under capital lease obligations 
F a r  value ofassets acquired I" business acqulsrtianr 
Lmbilities assumed in busmess acquIslllons 
common stock mued  for business acqu~silion~ (242,968 shares at September 30.2002) 

5 (1755811  $ (4515151  

- ( I  ,247) 
197.429 211658 
27731 48 535 
(3,2771 - 

(1) (219) 

6,659 35,902 
1,685 2 39' 
2,240 2.042 
2.105 110.823 

8,261 (64 725) 
(8,8361 10,863 
5.804 (4,9401 

(25,654) (17.177) 
(60.513) 40 079 

(123 2 5 5 )  (77 279) 

1,247 - 
(10,795) - 

4,930 ~ 

1,349,750 - 
22 616 (77,279) 

(15,8801 (110,427) 
(275) (5,810) 
- (28,479) 

( I  199.2611 

(8,321) (57.634) 
34.233 77 148 

9,757 (125 202) 

32 3,147 
7414 135 300 

(5.000) 
(4.0681 (5,037) 

( I )  
( I  ,6221 133,409 
30,751 (69.072) 

253,31 I 374,084 
S 284,062 $ 305,012 

- 

- 

16 26,895 S 37,801 

1,488 31,901 
- 58.825 
- 28,825 
- 1,303 

1,488 31,901 
- 58.825 
- 28,825 
- 1,303 

The accompanying notes are an integral pan of these consolidated financial StafementS 
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ALLEGIANCE TELECOM, INC AND SUBSIDIARIES 
(Debtors and D~btorr-m-Pors~EEion) 

NOTES T O  CONDENSED CONSOLIDATED FlYANClAL STATEMENTS 
Three  and Nine Months Ended September 30,2003 and 2002 

(Dollars m thousands, except share and per share data) 
(Unaudited) 

1. General 

Allegiance Telecom, Inc 15 a facilities-based nattonal local exchange carrier that provides megrated telecommunications 
Services 10 business, gwemment and other inStllutlOnal users in major metropolitan areas across the Untted States of Amer~ca and 11 IS 
focused primarily an small to medium-sired busmesses Allegiance Telecom Inc was tncorporated on Aprd 22 1997, as a Delaware 
corparatlan. and it  and wbrtdmnes are generally referred to herein as the "Company " 

The Company prowder Service m malor metropolitan areas tn the Unlted Stater of America as follows Atlanta Austin 
Baltimore. Boston Chicago Clebeland, Dallas, Demer,  Detroit. Fon Lauderdale, Fort Wonh. Houston. Long Island. Los Angeles 
Miami, MmneapoldSI Paul. New York City, Northern New Jersey, Oakland. OntanolRwerside. Orange Coumy, Phtludelphm. 
Phoenix. Pittsburgh Portland. Sacramento SI Louis. San Antonio Sun Dlego. Sa" Francwo Sa" Jose, Seattle Tampa. Washington, 
D C , West Palm Beach.'Boca Raton and White Plains 

The C ompany ha? prepared the accompanying unaudited condensed consolidated financial statemems in accordance wlth 
accounting prwc~pies guncrally accepted I" the United States of Amcnca for interim financial informaim and are ~n the form 
prercribed by the Securities and Exchange Commission 10 instluct~ons 10 Form 10-0 and Anicle 10 of Regulatton S-X Accordlngly. 
they do no1 include all o f the  informdtion and footnotes required by accounting principles generally accepted in the United Slates of 
America for complrle financial stalemenis The mtenm unaudited condensed consolidated financial statements should be read in 
LOOJILMIIO~ ui th  the Company'r audited consolidated financial sfalemenis as ofand for the year ended December 31,2002 In the 
opinion of management all adJurlmenlS (~on~mt ing  only of normal recurring adjustments) considered necessary for a fair presentatm 
have been Included Opcratmg ~esults for the three and nine months ended September 30. 2003 are not necerrarily indicative ofthe 
~esulls that may be expecred for the year ending December 3 I ,  2003 

Cenain amounts in the prior penod'r condensed consolidvled financial Statements hake been reclassified to conform ID 

current period presenlalmn 

2 Reorganontion and Going Concern 

Volunlclry Bankruptcy Fdm& On May 14 2003 (the "Commencement Date"). Allegiance Telecom, Inc and all ofits direct and 
indirect xholly awned subsidiaries filed voluntary petloons for reliefunder Chapter I I offhe United Stater Bankruptcy Code tn the 
United States Bankruptcy Court for the Southern DIS~I;EI of New Y o h  (the "Bankruptcy Louri") m order to facdmIe lhe restructuring 
of the Company s debt, trade liabilities and other obligations The Company IS currently operating as "debton-,"-possession" under 
the junrdiction of the Bankruptcy Coun and ~n accordance wilh the applicable provisions of the  Bankruptcy Code. the Federal Rules 
of Bankruptcy Procedure and applicable court orders In general. as debtors-in-possPrsion, the Company IS authonzed under Chapter 
I I to continue to operate as an angoing business, but may not engage tn tranraclions outside the ordinary course of business wtthout 
the prior approval of the  Bankruptcy Coun 

Under Section 362 af the  Bankruptcy Code, the filing ofa  bankruptcy petman automatically stays most actions against the 
Company. including most acttons to collect pre-pet,t~an indebtedness or to exercise control of the  properly of the  Company's estate 
Absent an order of the Bankluptcy Coun. substantially all pre-petition liabilities wil l  be addressed under a plan of reorganization The 
Bankruptcy Coun has established November 26, 2003 as the bar date for filing proofs of claims The aggregate amount ofpre-petition 
dmms IS not lolow" at this time since the bar date for claims has not yet passed nor have all contract reje~tion claims been filed 

Under Section 365 of the  Bankluptcy Code. the Company may assume m reject cenain pre-petition executory  contract^ and 
unexptred leases. lncludmg leases of real property, subject to the approval a f the  Bankruptcy Court and certain other conditions In 
general. rejecmn of an unexpired lease or executory contract IS treated as a pre-petition breach of the  lease or conIrael generally 
resulting 1" any breach damages bang treated us p~-pe t l t l on  lhab!ltt>es Counterpartler to these rejected Contracts or unenplred leases 
may file proofs of claim against the Company's estate for damages. tfany. relating to 
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such rejections The Company cannot presently determine with cenamiy the ultimate aggregate liability which will result from the 
filing ofclaims relating lo such contracts and unexpired leases that have been or may be rejected 

The United Slate? Trustee for the Southem Dislnct of New York has appointed an ofiicial committee of unsecured credmn 
Ithe "Creditors' Commillec"1 The Creditors' Committee and IU legal reprerentawes have a right to be heard on all marten that come 
before the Bankruptcy Court I he rights and claims ofvanous creditors and security hulders wil l  be determined by a plan of 
reorganization that I S  confirmed by the Bankruptcy Coun Under the pnoriiy rules established by the Bsnkruplcy Code. cenain post- 
petition liabilities and cemin pre-petition liabilines l e g  senior secured debt) are given priority over unsecured pre~petiiion 
mdebtednes and need In he satisfied before unsecured creditors or stockholders are entitled to any distnbulmn Any Chapter I I plan 
filed by the Company may prmide that unsecured creditors of subsidiarirr of Al lcgmce Telecom, Inc wi l l  need to be satisfied before 
any distribution to the unsecured creditors or stockholders of Allegiance Telecom. Inc As a result. a plan of reorganmuon could 
result in holders of !he Company's Series B I I '/;/o notes due 2008 and I Z  ' Ig% sentor notes due 2008 receiving little or no value us 

pun of the  plan o f r e o r g v n m f m  Based on the Company s currenl dtscussmr wlth crnam credmrs regardtng a plan of 
iearganmllon. the common stock of Allegiance Trlecom. Inc wdl probably iecene na value 85 pan of the  reorganim~on 

In order to em1 Chapter I I successfully. the Company will need to propose and obtain confirmation by the Bankruptcy Caun 
of a plan ofreorganirvlion that satisfier the requirements ofthe Hankmpcy Code AI provided by the Bankruptcy Code. the Company 
initially had the excluswe nght to f i le a plan of reorganization for I 20  days from the Commencement Dale which expired 
September I I 2003 Under n Bndge Order and various Supularm and Orders the initial ~ Y C I U S I Y X ~  penod has been extended 10 

December I6 2003 There can be no assurance that the Bankruplcy Coun wil l  extend the e ~ c l u ~ l v i t y  penod beyond that dale or that 
the Company wtII file a plan oireorganizaiion by that dare I f  the Company fads to file a plan ofmurganiration during this period (or 
any extended period approved by the Bankruptcy Court) or if such plan IS not accepted by the required number of creditors within the 
applicable time period a n y  part) in lnteiesl may subsequently file 11s own plan of reorganization The Company has been i n  

dmursions a r i h  wnuus third panes  who may be intereFted tn purchasmg Some or a l l  of the Company through the bankruptcy 
process. aither through B 363 sale ( a  sale pursuant 10 Section 363 ofchapter I I Ofthe Bankruptcy Code) or tn connection with B plan 
ofreargvniratmn At !his time. i t  1s not pasptble to predict accuralely the effect ofthe Chapter I I reorganmuon process on the 
Company'? business creditors or rtockholderr when the Company may emerge from Chapter I I or what the disposition will be of 
any claim\ aganst the C o m ~ u n y  The Company's future results depend on the limely and successful confirmation and implementation 
ofa pian of rrorgan,zat,on 

Acrounirnp Impoel These condensed condida ted  financial statements have hcen prepared in accordance with the provisions of 
the American lnsiiiute of Cemfied Publw Ac~ountant~  Statement of Position 90-7 "Fmancial Reponing by Entities tn Reorganization 
Under the Bankruptcy Code ' ("SOP 90-7") Pursuant to SOP 90-7. the Company's pre-pelittan liabilities that are subject to 
compromise arc reponed separately on lhe balance sheet as a n  estimate of the amount that w111 ultimately be allowed by the 
Bankruptcy Court 

The folloaing table sets fonh the liabilities Ofthe Company subject to compromise as of September 30,2003 

September IO, 
2WI 

Accouns payable and other claims s 135,593 
Senlor secured credit facilmer, vanable merest  Tale 472714 
Ser~es H I I I/,". notes, face amount $445.000 due February 15,2008, effective inters1 rate 

of 1221%,ataccretedvalue 440,489 
12 7/8% senlor notes, face amount $205,000 due May 15,2008, effective interest rate of 

I 3  24%. at accreted value 202.354 
Capital lease obligations 84,992 
Total liabilities rubject to campromire $ 1,336,142 

Pursuant to SOP 90-7. an objectwe or financml  statement^ issued by an entity tn Chapter I 1  IS to reflecl 11s financial 
evolution durmg the proceeding For that purpose, the financial ~Btement~  for periods includmg and subsequent to fillng the Chapter 
I I petition should distinguish t r a n s a c t i ~ n ~  and events that are dlrectly asractated wlth the reorganlzatlon from the ongolng OPeratlonS 
of the business Cerlain expmrcs. realized gams and losses and provisions for I O S S ~ P  not directly related to ongoing operations are 
renested separately ~n the consohdated statement of operations as reorganization items (see Note 131 

Additmnally, pre-petition debt that IS subject to campromlse must be recorded PI the allowed C l a m  amount whtch 



generally resdis m the write-off of any deferred financing amounts associated with the debt Only certain claims relaling to pre- 
peuuon debt have been allowed by the Bankruptcy Coun as of September 30.2003 As r result, a majority of pre-petition debt subject 
to compromise IS recorded at 11s pre-petition value 

Deferred debt muance costs Include costs Incurred by the Company I" ralstng debt proceeds These costs were be!"% 
amonlzed t o  interest expense over the life of  the related debt pre-petitmn In  accordance utih SOP YO-7 the Company stopped 
reiordrng interest expense on the Company's Series B I I 'I,% notes due 2008 and I 2 'I,% senlor notes due 2008 as of the 
Commencement Dale Accordingly. the deferred debt muance  costs related 10 thin debt IS no longer being amortized Under the Fmal 
Cdah Collalervl Order discussed below the Company is required to continue incurring and paying mere01 under 11s senior secured 
credit agreement Accordingly, the deferred debt is~uance costs related to the senior secured credit facilities contlnue ID be amonued 
10 meres1 expense over the life ofthe debt 

Cenam pre-petition debt that IS classified as sublecl to compromise specifically the senior secured credlt factlmen, contmuei 
tu B~Crue interest Intere5i on the remaining pre-pelitton debt that 15 subject to compromise ceased to accrue when the bankruptcy uas 
filed On June 26 2003 the Company received final Bankruptcy Coun approval for the use ofits cash collateral under an Amended 
Final Order Authorizing Use of Cash Collateml by Consent (the "Final Cash Collateral Order") The Final Cash Collateral Order 
among other things (I I restncts the Company's use of  cash, ( 2 )  requires the Company to prepare and follow a budget and maintain a 
minimum weekly cash balance and (3) requires the Company to provide certain financial, operational and other information to tu 
senior lenders and the Creditors' Committee Under this Final Cash Collateral Order, the Company IS required to continue mcurnng 
and paying interest under its senior secured credit agreemmm 

1 he unaudited condensed consolidated financial statements contained herein have been prepared in accordance with 
accounung principles generally accepted in the United States o f  Amenea applicable to a going concern and do not purport to reflect 
or 10 provide all of the possible consequences Of the ongoing Chapter I I reorganization cases Specifically, the unaudited condenaed 
consolidated financial siatemenli do not present the amount which vtll ultimately be paid 10 settle liabilities and contingencies which 
may be required in the Chapter I I reorganizntion The Company has "at filed a plan ofreorganization 8s ofthis date bur currently 
Intends to file one ~n the near tom The plan. when filed will be subject to the acceptance by the required creditors and approval by the 
Bankruplcy Court 

In accordance with the guidance provided by the Financial Accounlmg Standards Board zn Slarement of Financial 
Accoumng Standarda ho  144, "Accountmg for the Impairment or Disposal of Long-Lived Assets " the Company considered the 
bankruptcy filmg on Mav 14, 2003 u triggering event which required that the Company's long-lived a s L 8  be evaluated for 
impairment Based on managemmi's best estimate of the future cash flows of the Company, 11 has been determined that the 
undiscounted cash flows generated from the Company's asses are sufficient 10 recover their current carrying value These cash flows 
a m  based on numerous assumptions, mcludrng, among other thmgi. the Company conlrnumg to operate as a going concern and the 
achwement of cenam aperatmg results and cost reductions Management does not believe there have been any tnggermg events 
requiring an evaluatmn of the Company's long-lived assets for impairment dunng the three months ended September 30. 2003 

Under ~ccountmg guidelines commonly referred to as "fresh start," the fair value of  all assets of the Company will be 
emmated as  11 emerges from bankruptcy I" conformity with accounting pnnciples generally accepted in the United Slates of Amenca. 
specifically by Financial Accounting Slandards Board in Statement of Financial Accounting Standards No 141 "Buaness 
Combmattons " Under fresh start accounting, an enterpri~e value will be determined based on a plan of reorgamratmn for the 
Company and will be used to determine the fair value of all the Company's assets and liabilities at that time The assumptions In the 
plan of reorganization may vary from !he ass~mptioni used by the Company as of June 30,2003 ID evaluate impairment of long-lwed 
~sse i s .  therefore the fatr YZIUSS awgned to the  met^ upon emergence may be different than the carrying values recorded as of 
September 30, 2003 As a result. an adjuament to the fair valur of long-lived assets may be required 

Because of the ongoing nature of the reorganmlion cases, the outcome of which IS not presently determinable, the unaudited 
condensed consolidated financial satemem contained herein are subject to malerial uncenamues and may not be indxative of the 
results of  the Company i future operations or financial position No assurance can be given that the Company will be successful m 
reorganizing its affairs within the Chapter I I bankruptcy proceedings 

As a result of the items discussed above there IS suhstanlial doubt about the Company's ability IO EOntinUe as a going 
concern The ability ofthe Company to continue as a going concern IS dependent upon. but not limited to. formulation. approval, and 
confirmatloo of a plan of reorganlzatlon and the abdlty to ohtan positive results of operattons The unaudited condensed consolidated 
financial statements do not include any adjustments to the recorded amounts or reflect any amounts that may be ultlmalely p a d  to 
settle liabilities and coniingencies which ma) be required in the Chapter I I reorganmoon or the 
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effect of any changes. uhich may be made m connecllm with the Company's openlions resulung from a plan ofreorganization 
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3 Stock-Based Compensnrion 

At September 30 ZW3. the Company had three stock-based compensauon plans. the 1997 konquahfied Stock Optton Plan 
the 1998 Stock Incentive Plan and the Employee Stock Discount Purchase Plan The Company app lm the provwonr of Accountmg 
Prmclples Board Opmon No 25.  'Accounting for Stock Issued 10 Employees" (.APE N o  25") and the related lntcrpretat~ons ~n 
accounting for the Company's plans Fired stock option and restricted stock awards Uith pro-rata vesting are recognmd PS expense 
using the straight-line method mer the vesting period Effecuve on the Commencement Date vesting for the Company s rertrlcted 
stock ceased as a result of the Company's bankruptcy proceedings, although amonmuon  of deferred compensation related to 
restricted stock continued and IS included m the reported expense below (see hofe 2 )  

Had compensation cost for the Company's plans been determined bared on the fair value of the stock a p t m s  as ofrhc grant 
dales for a w r d s  under the plans cons~stent with the method prercnbed by the Fmanclal Accountmg Siandards Board tn Statement of  
tmancial Accounting Standards No 123. " A ~ ~ o u n l i n g  ior Stock~Based Compenratton." the Company i net loss applmble to 
common stock and net loss per share uould have increased to the pro forma amounts indicated below The Company u thred  the 
following a~sumptmns in calsulaiing the estimated fair value ofeoch stock option on the date ofgianr using the Black-Scholes option- 
pricing model with the following wighted~average assumptiow for grants 

Dividend yirld 
Expected volalility 
Expected lrfe 
Risk~iree mlere\r rate 

Three Wunths Ended Septmber 30. Ytnc \lonlhs Ended Seplemher IO. 
20-33 1001 2003 2001 

Reported net loss S (63 100) S (113,110) S (275.581) S 1452,5151 
Add Flock-based employee compensation expen-e included 

in reported net w o m e  63 I I 5 1 0  2 240 2 042 
Deduct stock-based employee compensation expense 

determined under fair value method for all awards (4.571) (15,878) (30,927) (72.014) 
Pro forma ne1 loss $ (67.040) $ (121478) $ (304,268) $ (522487) 

Net loss per .ihare basic and diluted - as reponed S ( 0 5 2 )  S ( 0 9 7 )  16 (2 281 5 ( 3  891 
Net loss per share. basic and diluted -pro forma S (055) S (I 09) 5 (2 52) S (4 49) 

4 Business Acquisitions: 

On June I7 2002, rhe Company purchased substantrally all of the assets and assumed substantially all of the liabilities of 
Worldcum's customer premise equipment sales and equipment maintenance businesses. known in the tndustry as "Shared 
Technologes Falrchlld" or "Shared Technologm "The acquisition was accounted for using the purchase method. and accordingly, 
the net assets and  result^ doperations of Shared Technologies have been included tn the Company's consolidated financial statements 
since the date of acquisition 

Revenuer ofshared Technologies included m the Company's condensed consohdated f i ~ n c l a l  s!Aemenls for the three 
months ended September 30, 20433 and 2002 were $27 170 and $40,269. icspectively Total revenues Included for the nme months 
ended September 30 2003 and 2002 were 591.130 and $45 741 respectively Total network expenses related to the Shared 
Technologies busmesses for the three months ended September 30, 2003 and 2002 were $16,763 and $23,655, and forthe nine months 
ended September 30.2003 and 2002 were 553 909 and $27.908. respectively 

The l~ollowing presents the unaudited pro forma results ui rhe  Company fur lhe three and nine months ended September 30 
2002 a i  i f  the acquisition af  the Shared Technologies businesses had been consummated 81 the begmmng of 
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the p e m d  presented The pro forma results are prepared for comparative purposes only and do not necessanly reflect the resdts that 
would have occurred had the acquisitions occurred at  the beginning of the penodr presented or the re~ults which may occur m the 
future 

l'hrer Months Ended \me Months Ended 
SWcmbcr3O, ZW2 Sesrnnbrr3O. ZW2 

IUnruditrd) (Lnaudltrd) 

Revenue 
Net loss 
Net loss per share. basic and diluted 

S 219.539 S 644,170 
(113 110) (451 1191 

(0 97) (3  87) 

The purchase pnce ofthe Shared Technologies businesses was allocated lo the assets acquired and liabilities assumed based 
on thew respectwe estimated f a r  values ai acquisition The Company's purchase price allocation WBE finalized during the quaner 
rnded June 30, 2003 In connection wlth these final a d p t m e n f s  related to pre-acqwrlllon assets and Ilab<lltles. the Company recorded 
addiilonal goodwll of$2  105 At June 30, 2003 the Company's market ~apitalization conunued to remain at a level below 11s hook 
value mdicating that an tmpairment ofenlerpnse goodwill existed as ofJune 30,2003 Accordingly, the Company recorded 8 charge 
of$2.105, reflecting the amount of the  impairmen1 8s ofJune 30. 2003 to eliminate the enterprise goodwill intangible 

5 Propern and Equipment 

Property and equipment includes network equipment land, leasehold improvemmts software oftice equlprnent. fuinllure 
and fiytcres and consrrui i lon- in-prog~~~~ There assets are stated at cost, which includes direct costs and capitalized interest and arc 
depreciated over their respec!ive useful I h e s  using the straight-line method During the three months ended September 30.2003 and 
2002. SO and S1.258 respectwrly. of interest expense was capitahzed related to network c0n~lm~110n-in-p~0gresn During the nlne 
months ended Septembrr 30, 2003 and 2002 5275 and $5,810. respectwely, of interest expense was cap>talmd Repalrand 
maintenance costs are expensed as incurred 

Property and equxpmenr 81 September 30.2003 and December 3 I, 2002 convsted ofthe following 

septernkr3n. D ~ ~ ~ ~ ~ ~ I I .  uwrvi urn 
ZWI znoz 11" w.n, 

Network equipment 
Land 
Leasehold improvements 
Software 
Otlice equipment and other 
Furniture and f i ~ ~ r e s  
Propeny and equipment, m sewice 
Less Accumulated depreciation 

Propeny and equipment, m service, net 

Propeny and equipment. net 
Conrlrucl,on-,"-progress 

$ 1,168,598 $ 1,148,583 
9.365 9,365 

141,889 145,713 
127,527 125.229 
49,193 46,991 
18.941 21 334 

1,515,513 1,497.215 
(777,143) (592.069) 
738.370 905,146 

7,452 18,960 
S 745,822 $ 924,106 

2-20 

1-10 
3 

2-5 

~ 



6 Other Assets 

Other assets at September 30. 2003 and December 31 2002, consisted ofthe followrng 

~cquired customer lists 
Long-lcrm deposits 
Equipment pending deployment 
Other 
Total OlherasSeIS 
Less Accumulated amonlzatlon 

Other assets, net 

$ 62,800 16 62 800 
I7 262 17.030 
6,724 8.688 
I503 5.645 

8m.m 94.163 
(586811 (50 1x9) 

5 29 608 S 43.974 

Remainder of 2003 
2004 

$ 1,808 
2.3 I I 

$ 4.119 

Long~tem deposm include a $8 707 prepayment to A T g T  for long-distance senices The Company has filed a molton to 
rqject lis Master Camer ~greement with AT&T under which t h s  deposit was made I f  approved AT&T may have a ie~ecuon damage 
c l a m  that mav be equal to some or a l l  afthis prepayment and the Bankluptcy Coun may allow AT&T 10 offset some or a l l  of I N  
rqectmn damages ay.lins, this prepaymen[ The p a n ~ s  are currently engaged ~n negoI>at~ons 

network Thx equcpmeni wI1 be classified as property and equipment when 11 i s  deployed 
Equipment pending deployment C O ~ S I S ~ S  of equipment purchased and being Staged for deployment tn the Company's 

7. Accrued Lmbtllher and Other Current Liabilities 

Accrued livbilmei and other current liabilities at September 30 2003 and December 31, 2002, consisted ofthe following 

Ssplrmbrr30. Deermber3l. 
2003 2002 

Accrued employee compenratlon and benefits 
Accrued network expenses 
Busmess acqutsitton costs 
Accrued taxes 
A e f ~ e d  interest expense 
Deferred i e~enue  
Other 

Acrmed liabilities and other eunenl Imblht!es 

$ 2 0 , 1 1 5 J  11.824 
11.571 52,643 
- 10,502 

14,247 10,051 
754 4.154 

29,287 29.009 
5,350 6,261 

$ 81,324 $ 124,444 
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Included in business acquisition costs at December 3 I 2002 IS $6 684 ofreserves primarily for termination of acqured 
redundant network elements and closure of acquired duplicate facilities At September 30. 2003. all business acqu,smans costs arc 
included tn liabilities subject to compmmire I" accordance with SOP 90-7 (see tiow Z! 

8 Long-Term Debt 

As d rrsult of the  Company's bvnkrupccy proceedings. all contraclual debt payments are suspended and subject to revised 
payment 1em6 dunng the bankruptcy process on a specific case basis As discussed in Note 2 the only debt payments being made as 
of September 30, 2003 relate lo  interest on the senior secured credit facilities and monthly payments under capital leases Additionally 
as a result ofthe bankruptcy filing. there ts an even1 ofdefault under the senior secured credii facilities and both sene$ ofnotes which. 
by therr terms would ordinarily accelerate all  amount^ due upon the event ofdefaull 

The Fentor secured credit facilities noic and capltal lease obl@ions are now classlfied as l !vbhtm sublect to compromise 
(see Nole 2) and are not reflected ~n the table below No changer Io the carrying amount of these debts hare been made in the 
accompanying condensed consolidated balance sheet a$ a result ofthe filing 

Long-term debt at  Septcmhei 30 2003 and December 31, 2002. consisted o f the  following 

Seplemkr3O. December 31 
2001 zoo1 

Series 8 I I '/,Yo notes, face amount 16445,000 due Februaly 15, 2008, effective interest 

I ?  

Senior secured credit facilmer, variable interest rate - 470,300 

rote of I 2  21%. at  accieted value 5 ~ $ 433.074 

of I3 24%. ataccreted \due ~ 202,210 

Capital lease obligations (see Note 91 - 94,739 
Total debt ~ 1201,223 
Less wrreni portion oflong-term debt ~ 561 532 

Long-term debt 6 ~ $ 639,691 

senior notes face amount $205 000 due May IS .  2008, effectibe interest rate 

Senior Serurrd Cred'l Facihlm. In February 2000 the Company closed on 5500,000 of senior secured credit facllitler (the 
"Credit Facii~t~er") The Credit Facilities C O ~ S I S ~  o f a  6350,000 seven-year revolving credit facility and a $150,000 two-year delayed 
draw term loan facility Interest i s  generally the London Interbank Offered Rate ("LIEOR") plus 4 SO% As ofSeptember 30,2003, 
there were $326.925 and 5 145,789 of borrowings outstanding under the seven-year revolving credit facillty and the two-year delayed 
draw term loan facility, re~pectively The blended borrowing rale an outstanding bormwtngs at  September 30,2003, IS 5 63% and wlll 
rnmam fil;ed u n t d  December 24, 2003 

The Credlr Facilities are secured by ( I I the capital stock of Allegiance Telecom Company Worldwide (whlch stock IS ownrd 
b) 11s parent holding company. Allegiance Teleeom, In< ) and (2) subslanUally all of the assets of Allegiance Telecom Company 
Worldwide and i ts  subsidmner, includtng the cap8tal stock owned by that enltty I" each oftts subndtanes The Fmal Cash Collateral 
Order also prowdes the senior lenders with certain replacement liens as described tn such Order Under thts Order and various 

s t ~ p ~ i a i m n  and Consent Orders the Creditors' Commlnee has until December I .  2003 to among other things, challenge the senior 
lenders' prepetmon lhens, cln,ms or security interests or the lenders' pre-petition obligations 

On hovembei 27,2002, the Company reached an agreement with 11s senior bank creditors regarding modtficatmns 10 the 
Credli Facilities Under this agreement. the Company obtained a waiver of all existing financial covenants through Apnl30.2003 and 
replaced those  wena ants durmg this period with a free cash now from operations covenanl and a total leverage covenant Under lhas 
tnterlm amendment. the Company could not permit 11s consolidated total debt to exceed at any time (I! $1,275,000 from November 27, 
2002 thmugh ~ p n l  29. 2003 and (11) $645.000 thereafter Under the terms ofthe interim amendment, the Company iepald $15.000 of 
the credzt Fvcrltttes a'hlch was applied io the initial amortization ofthe facility scheduled to begin In 2004 
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I O  Capltsl l lst ton 

During the nine months ended September 30.2003 56,839 shares ofeommon stock were issued under the Company's 
Employee Stock Dmount  Purchase Plan for proceeds of 932 1 here are no more sharer available for issuance under this Employee 
Stock Discount Purchase Plan 

I I Commitmrntr and Conhngenrles 

In October 2002. the Company executed a Master Canier Agreement with AT&T Corp Underthis agreement. the Company 
committed to purchase from AT&T Corp a minimum Of $ I O  000 of services per year through February 2007 The Company has 
filed a mution w t h  the Bankruptcy Coun to reject the AT&T Master Carrier Agreement The panies are currently engaged in 
"cg0ttatl""S 

In  March 2002, the Company executed a Communicauons Transpon Services Agreement with Southem California Ediron 
Company Under this agreement. the Company committed to purchare from Southem Califorma Edlson Company an average ofs260 
of serv~ces each month through March 2005 The Company has not yet assumed or rejected this agreement ~ursuant to the 
Bankruptcy Code 

In April 2003 thr Company executed an Agreement for Addmonal Services Security, and Settlement of Certain Matters 
with horldCum Inc Ion behalf of itself and all o f m  u f f i l W  and subsidlanes1 Under this agreement the Companv commitled to 
purchase from WorldCom an aggregate ofS14.000 ofsrnlces from February 28.2003 to Apnl 30. 2004 and an aggregate of at l e m  
$12.000 of seriices from May I ,  2004 to Apnl 30. 2005 Furthermore, under this agreement, the Company agreed 10 (a) extend <he 
term o f m  Domrstic and Metro Private Line Special Carrier Senice Agreement ( " M S A I  between WorldCom and the Company dated 
September 29,2000 as amended, until April 30. ZOOS and (bl increase the volume mmmitmrn! under the MSA from $700 per month 
10 SYOO per month through April 30. 2005 The Company has no1 ye! assumed or rejected this agreement pursuant to the Bankruptcy 
Code 

In October 2002. the Company executed an agreemenr for financial advisory and investment banking  service^ ui fh  Greenhill 
& C o ,  LLC (I Greenhill I On September 18,2003, Lbe Bankruptcy Coun approved this agreement Under the agreemenl, the 
Company has agreed to pay Greenhill a transa~tion fee in the amount of$6.500, conungenr upon the consummallon o f a  plan of 
reorganlratmn or the $aie or rubstvnually ail of  the Company's assris 

In  June 2003. the Company executed an agreement for advtsory serwces with Impala Partners. LLC ("Impala") In Amgust 
2003. the Company executed an amendment to the original agreement Under this amendment. [he Company agreed to pay Impala a 

the Company 

It Other Income and Expense 

9UCEeSS fee In the or $2,500 upan the effectlYe date roiiowlng confimmon of a plan orreorgantzatlon or the sale of 

At December 31, 2002, the Company held an ~nvestmenl !n commercial paper, which was mcluded xn cash and cash 
equlvaleni~ The original purchase price ofthe commercial paper was $9,025 Dunng 2001 the investment was wntlen down 10 11s 
market value due to a decline ~n its value, which was deemed to be other than temporary An ~mpalment  of $3,069 was recorded Io 
interest mome dunng 2001 Dunng June 2003, the Company sold i ts investment in the commercial paper m the open marker for 
proceeds ofs9.233. which resulted in the Company realizing a gain of$3.277 The proceeds ofthe sale were re-mvested tn the 
Company's money market investment BCCOUIIIE, which are classified as cash and cash equivalents 

On Apnl 15,2003 the Company entered mto a Settlement agreement wtth WorldCom to ~ e t t l e  vanous dlsputes that each 
party had a g a m t  the other The ~ettlement was approved by the Bankruptcy Coun tn the WorldCom Chapter I I proceeding an May 
28, 2003 Under the settlement agreement, all pre-acquiatmn amounts payable to WorldCom that were related to the acqulsilion of 
Shared Technologm were forgiven During the quaner ended September 30,2003. the Company determined that %I was approprlate 
to 
the settlement, resulting I" a gam of $2.610 

cemin benefits related to specific terms of the  settlement agreement and reheved those pre-pelltlan iiabdmes covered by 
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ITEM 2 Minagement's Discussion and Annlyslr of Finaneinl Condllion nnd Results of Operations 

The following dlrcussion and anaiyils relates 10 OUT financial condition and results of  operation^ and should be read ~n 
conlunction with the accompanying condensed consolidated financial statements and notes to those financial statements eontamed I" 
this report. a i  well as the section captioned ' Risk Faclors" $0 this repon Addmonally the following discussion and analystr should be 
read ~n conpnction with our audited consolidated financial statements and notes 10 rhosc financial statements included in our ~ n n u a l  
Repon on Form IO-K. as amended ior the year ended December 3 I 2002 Allegivnie Teleeom In< IS generally referred to tn the 
iumaindeiofthis report as "we "ourcompany'or '  Allegiance' 

OVERVIEW 

Me are a facilities-based national local exchange carrier that provides telecommunicatms servi~es io business, garernment 
and other inrtiluliunal usem ~n major metropolltan areas across the United States and we are focused pnmanly on small to medlum- 
sized businesses W e  currently offer an integrated suite aflelecommunmtions products and sen ices including local. long distance 
Inlernet, data ~ o l o ~ a t i o n  web hosring and Cuslomei premise equipment sales and maintenance services Our principal competitors are 
!he incumbent local exchangc c~ iners  (also how" m [he industry as the "ILECs"). as well as long distance cammrs. customer 
premises salts and maintenance businesses, and other integrated communications providers 

W e  began operations in late 1997 with an objective 10 grow mpidly and establish ourcompany as a nation~l lwal exchange 
carrier cmennp the major mctropol~lan areas across the United Slates By the end of 2001. we completed the network rollout tn our 36 
targeted markets Atlanla Austin Baltimore, Bonon, Chicago Cleveland. Dal las Denver, Detroit Fon Laudrrdale. kon Wonh 
Houston Long Inland Los Anpelei. Miami Mlnneapohs!SI Paul. hew York honhern New Jersey. Oakland, OntardRwerside, CA. 
Orange County Philadelphia. Phoenix, Pittsburgh, Portland, Sacramento. St Louis, Sa" Antonio. Sail Diego San Francisco. Sun Jose. 
Semlr  Tampa Washington, D C West Palm BeachlBocv Raton and White Plains N Y  

We w e  multiple technologies ~n our network and a mixture of levred and owned facilities at the edge of OUT communicatms 
network in  order to effectively and efficiently serve our customer base where it 1s physically located Our focus IS on providing 
iacilitics-bared services and we generally provide serwces YW m a l e  on a limited basis We uthze resale and what IS known as the 
unbundled network clement platform ("UNE-P 110 deliver serv~ces in a small number of sales where our facilities-based services 
z mid  not be practicable or cost effectire and as an interim meamre until the resold sery~ces can be convened 10 facilttm-based 
SCNICC? U N E ~ P  IS a method where a carrier can lease all elements of a service from an incumbent local camer, including switchmg 
As of September 30, 2003, approximately 95% of our retail lines in sentce were prowded over OUT own network faclhtler The 
services that we provide via our awn network generate higher margins than S P I V I C ~ S  provided by olher camen that are resold by us 
conslrtenr with our facilities-based approach we m i a l l  vmce and data aggregation and switching equipment nn our ow1 premlses We 
also m t a l l  $ o m  and data aggregat~on equipment I" the central offices or "hubs" of the existing local incumbent carrier's networks, 
 SO known as colocation This \wee and dita aggregation equipment connects directly to customers through the ''local loop " whtch 
C O n h l ~ t ~  of the e x m n g  copper wire and fiber running from the local incumbent carner's central offices to each customer locatton The 
local loop IS auned  by the mumbent  camels but can be leased by cornpeltlive carriers under the terms ofthe Te lecommmea tms  
A c t  of 1996 As of September 30,2003. wc had transmis~mns equipment colocated m 85 I central offices Our local presence 2" 

:ncumbent local exchange carrier central offices along with OUT leasing of the local loops provides us wlth a flextble platform for 
del~vennp tiadmonal vou and data access sew ice^ to end-user customers We connect our colo~ations to our main switching center 
I" each market by either leasing additional network elements from the Incumbent carriers and other provbders on a short-term basm OI 
by usmg dedicated fiber on a long-term bass  W e  have increasingly focused on dedicated fiber because of the growth of our customer 
bare and traffic volume as well as its reliability 

As %,e have developed our local networks to S C ~ V I C C  end-user  customer^ %'e have also attemptsd to capitalize on our 
expertise and investment at the edge o i o u i  network and m our intercity Internet backbone We have leveraged our network assets by 
prowdmg network solutmns to other service providers. primarily the leading national and regional lnfernet prowders These naflonal 
network prowders have end-user customerp but do not generally have the facilities and expenme to directly access these CuStomerr ~n 
all relevant geographx areas through the local loop Many of there providers focus on the residential Internel access market 

BANKRUPTCY PROCEEDINGS 

On May 14.2003 (the "Commencement Date"), Allegiance Telecom Inc and i t s  direct and mdlrect rubsldmnes filed 



volunlary peliliona for reliefundcr Chapter I I of the United States Bankruptcy Code m the United S m m  B a n h p t c y  Court for the 
Southern Disfrict of Ne-' York (the "Bankruplcy Coun") The reorganization (I being jointly admmrrtered under !he captton In re 
Allegiance Telecom. Inc el a1 Case NO 03- I3057 (RDDr (the "Chapter I I cases") We are currently operatang our buslner$ 
"debtors-in-poiiession"under the junsdiction of the Bankruptcy Coun and I" accordance wlth the applmble prov~s~ons  afthe 
Bankruptcy Code the Federal Rules of Bankruptcy Procedure and applicable C O U ~  orders In general. as deblon-m-porsesslon we are 
aulhonzed lo ~onl inue  to operate 8s an ongoing burinerr. but may not engage ~n t r a n ~ ~ c t m n ~  outscde the ordtnary course ofburlners 
uithout the prior apprmal of the  Bankruptcy Caun W e  plan to contmuc operating OUT busmess I" the ordtnary cour5~ ~ o n s t n ~ ~ ~ t  
with the provisions of the Bankruptcy Code we plan to pay our vendors for all goods and serv~ces provtded or de l lwed  afler the 
Commencement Date 

In order to reorganize and emerge from Chapter I I ruccessfully. we wil l  need to propose. and o b t m  confirmatton by the 
Bankruplcy Coun, a plan ofreorganization that satisfies the requirements ofthe Bankruptcy Code A s  provlded by the Bankruptcy 
Code u'e initiall) had the ~ X C I U S I Y ~  nght to file a plan afreorganizat~on for 120 days which exptred September I I, 2001 Under a 
Bridge Order and lanous Stipulrrian and Orden. the init ial exclusivity penod has been extended unfd December 16,2003 There ' a n  
be no assurancer that the Bankruptcy Coun WIII extend the ~XEIUSIVI~Y psnod beyond that date l f w e  fall to file a plan of 
reorganization during this period lor any extended penod approved by the Bankruptcy Counl or ~f such plan IS not accepted by the 
required number of creditors within the applicable time period any pany in interest may subsequently file 11s own plan of 
reorganization We have been engaged in discussions with >amus third panies who may be interested m purcharmp some or all of our 
Lompany through the bmkruptcy proeens. either through a 361 sale la sale pursuant to Sectmn 363 of Chapter I I ofthe Bankruptcy 
Code) or in coi ine~l lon uith a plan afreorganiralion A plan ofreorganization would address, among other thanes the terms of any 
such sale the treatment of our pre-petition obligations. the revised capital ~tructure of the newly reorganized entity and provide lor our 
corporate governance subsequent to enit from bankruptcy There can he no assurance at this time that a plan ofrsorganization will be 
confirmrd by the Bankmptcv Coun orthat any such plan will  be implemented successfully 

I Under Section 362 of the  Bankruptcy Code the f i l q  o f s  bankrupicy petition automatically stays most B C ~ I O ~ E  q a m t  a 
debtor. including most actions to io l lect  pre-petition indebtedness or 10 exercise c0nfr01 o ~ e i  the propeny of che debtor's estate 
Absent on order of  the Bankruptcy Court substantially all pre-petition liabilities are subject to payment I f  any, under the plan of 
reorganization The Bankruptcy Court has established huovembei 26 2003 PS the bar date for filing proofs ofclaims The aggregate 
nmount of prr~petition c l a m s  15 no! known at this time since the bar date far clafms has not yet passed nor have a l l  contract rejecimn 
claims been riled 

Under Section 365 of the  Bankruptcy Code, we may assume or reject cenain exe~utory cont~a~ts  and unexpired leases. 
mcluding leases of real propeny, subject to the approval of the  Bankruptcy Coun and cerlain other conditions In general, rejection o f  
an unexpired lease or executory contract IS treated as a pre-petition breach ofthe lease or conlra~t, generally resulting tn any breach 
damages hemg treated as pre-petaton liabilities Subject to certain ex~eptmns  this rejection reheves us of perfoanng our future 
ohhgauonr underthat unexpwed lease or contra~t but entitles the counterparty to a pre-petltm general unsecured claim, tfany, for 
damages a g a m t  our estate caused by the rejection Counterpanier to there rejected conlract~ or unexpired leases may file proofs of 
c l am against our e ~ t a t e  for such damages. if any Generally. the assumption of an executory contract or unexpired lease requires a 
deblor to cum most existing defaults. including payment of any pre-petmon amounts outstanding under such eieeutory contract or 
"nexplred lease Due to ?he uncenatn natmrc of many o f the  potentre1 rejt~tion and abandonmenl related claims and IO the uncenain 
amount needed for cure payments. we are unable Io p r ~ j e c t  the magnitude of these  claim^ and CUTS amounts with any degree of 
c e m n t y  at this time 

The Umtcd Stater Trustee for the Southem Distncl of New York has appointed an official commilles of unsecured creditors 
((he 'Trediiorr C ommtttee") The Creditors' Commmee and ils lcgal iepresenlativer have a right to be heard on all maners relating to 
our Chapter I I cases that come before the Bankruptcy Court There can be no assurance that the Creditors' Committee wtll suppan 
our positions or our ultimate plan of reorganization. mce proposed, and disagreements between the Creditors' Committee and 
Allegiance could protract the Chapter I I cases and could negatlvely ~mpaf t  Alleg$ance's abtllty to operate durlng the Chapter I I 
cases 

The nghts and cla~rns of various creditors and security holders will be determined by a plan of reorganization that IS 
confirmed by the Bankruptcy Court. under the prmnty rules established by the Bankruptcy Code, certain post-petition Itahtlmes and 
cemm pre-petttmn liabilltm (e g our senior secured debt) need to be satisfied before unsecured creditors or srackhholden are entitled 
to any distribution Any Chapter I I plan filed by us may provide that unsecured creditors of subsidiaries of Allegiance Telecom, Inc 
wdl  nerd lo  he satisfied before any d#stnbution to the unsecured creditors or slocWlolders of Allegiance Telecom, Inc AS a result. a 
plan of r e o r g a n m t m  could result ~n holders of our bonds and other ~ e ~ u r m e $  receiving little or no value as pan ofthe plan of 
reorganization Based on current discussions with our creditors 
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exercised with respect to existing and future tweslments ~n any ofsuch securities and c l a m s  

At this time 11 16 not possible to predict accurately the effect of the Chapter I I reorganiraimn process on our busmess. our 
credttors or our stockholders or when we may emerge from Chapler I I Our future results depend on the tlmely and ruccerrful 
confirmation and implementation of a plan of reorganization No assurance can be given that we wtll be successful tn reorganlzlng our 
affairs uithin the Chapter I I proceedings 

For copies ofcoun filings made in our Chapter I I cases. please go to the Bankruptcy Court's webslte, at 
www nyrb U S E O U ~ S  gov Please nole that a PACER password t i  required tu access documents on the Bankrupicy Coun'a webwe 

RECEhT DEVELOPMEiVTS 

On hovember 13.2003 Oscar Private kquiiy Investmenti filed a c1.1~ action ~ecuritiei lnws~t t  in the D~srrm Court ofthe 
Northern Districl of Teras entitled Oscor Privare Equ'quln. invertnirnts >, Allegionrr Tdecom lnc , e, 0 1 ,  (Index No 2-OKV-2761 H) 
(the "Complamt") The action is brought against Royce J Holland and Thomas M Lord ai officers of fhe  Company The Comphn t  
specifically states that the Company IS not named a defendanl although 11 IS styled as an aclmn against the Company The Complamt 
alleges that the defendant officers breached their fidncidry duty to the plaintiff class. violated Section IO(bl ofthe Secuiittes and 
Exchange Act of 1934 and violated Rule lob-5 d t h e  Secur$11c~ and Exchange C o m m w u n  ("SEI?) promulgated thereunder The 
action seeks compensatory damages of  an unspecified amount, re~c~ssion. and the award of  costs and disbursements of bringing suit 
The Company's insurance camers have been noufied of the  lawsuit Although 11 IS too early for the Company 10 reach a ~ o n c l ~ s m n  as 
to rhe ultimate outcome ofthis action. management belteres that there are substanual defenses lo the claims asserted ~n this actton and 
the defendant officers inlend to defend against the action vigorously 

RESULTS OF OPERRTION-Three mid Nine Months Ended Seprrmber XI 2003 Cumpored Wcih Three and Nmr Monrb Ended 
September iU, 2002 

RWL?""W 

During the third quarter of2003 and 2002, we generated revenues afappmximaldy 51 88 2 millim and $2 19 5 mdlzon, 
respectwely Forthe nine months ended September 30, 2003 and 2002. we generated revenues ofapproximately $589 4 m d l m  and 
$566 I million, respectively Revenues have decreased $31 3 million or 14% compared to the three months ended September 30. 
2002 Most ofthts decrease was a result of a decrease of S I  1 9 million tn inter~amer compensation and a decrease of $12 5 million m 
customer equipment sales and marnienance rei'enues Our revenire IS lower than OUT projected revenue and has been negatively 
impacted by among other things 

the commencement of our Chapter I I cases 

churn 

the going concern qualification contained I" oiir 2002 year-end independent aceounlant's repon 

the general malame in the telecommuntcal~ms zndurlry whach has adversely affected the wtlllngness ofpolenual 
 stom om em to purchase their telecommunicaimni sew~ces  from competitive  carrier^. such as us 

OUT inability to receive bgd and performance bonds for potential ~ ~ ~ I o m e r  contracl~ 

* 

- the poor economy which has caused our customers to decrease or delay their purchases from us 

decreases ~n carrier access and tnterconnectmn revenues due to dispute rettlemenls and FCC-mandared regulatory 
rate reductions 

decreases tn OUT web hosting revenues as we continued to curnil that product line 

decreases and turnover tn our sales force 

On a year-to-date basts, revenues have increased 4% compared lo the nine months ended September 30,2002 This increase 



Local voice service revenuer for the lhree months ended September 30 2003 and 2002 were $80 9 mdlmn and $96 6 mdlron. 
and for the nine months ended September 30,2003 and 2002 were $253 7 million and $282 7 million, rerpect~vely The decreare I" 
local voice Service revenues during 2003 1s pnmarlly a result of lower rates for Earner access and interconnection revenues as 
mandated by out negotiated agreements with camem, the FCC and cenain states Local voce service revenues as a percent of m a 1  
revenues has decreased from approxtmately 44% for the quaner ended September 30.2002 ID appronlmately 43% for the quamr 
ended September 30 2003 Local voice scrv~ce revenues consisted of  

* the monthly recurnng charge for baric local voice servtce. 

usage~bssed charges to end-"hers for local and toll ca lk  in cenain markets. 

charges for additional serwces and features such as call waiting and call forwarding, 

c e n m  "on-recurring charges such as ret-up and i n ~ t a l l a l ~ ~ n  charger. and 

carrier ~ C E ~ E S  and inter~onnecfi~n revenues from switched access charger 10 long distance carriers and reciprocal 
compensation charges to ather local carriers 

a 

* 

* 

We expect local voice serwce revenues to cnnlinue to decrease from period lo period as P percent ~ f t o t a l  revenues. as a iesult 
of OUT increasing focus on integrated voice. data and customer premise equipment sales and serviccb the resolutm ofcertam 
regulaton disputes and Unceriainlies and lower rilfes for Carrier access and ~nterconnect~on revenues as mandated by our wgotiated 
agreements with carriers. the FCC and certain  state^ We are cunently examining certain of  these negotiated m e s s  agreements to 
determine sh ich  ofthose executory COntraCtS may be burdensome to us and should be rejected pursuant 10 Section 365 o f  the 
Bankruptcy Code There can be no assurance that we w i l l  be able to reject these access agreements, ifue are able to relect such 
agreements, we believe the= other carneri would need to pay us for access at our higher tarifted rates uhich could increase our access 
revenues from these carriers See the discussion under'Xisk Factors." which contains a detatled discussion ofthe risks and 
uncenainties associated with OUT local voice revenues 

Long distance senice revenues for the three months ended September 30 2003 and 2002  were $9 8 million and 
$12 7 million and far the nine months ended September 30 2003 and 2002 were S32 4 million and $35 5 million re~peclively Long 
distance ~ervice revenues as a percent oftaral revenues has decreased from approximately 6% for the quaner ended September 30, 
2002 to appranimately 5% for the quaner ended September 30.2003 We have negotmted P new long dwtance agreement with a new 
long-distance provider that should reduce our costs Io provide long distance services lo our ~uslomers and allow us lo be more 
competitive in the pricing of our long distance serv~ccs We have also filed a motion to reject our existing Master Carner Agreement 
with AT&T If approved our variable cost per minule for long distance serricrs will decrease We are currently I" negotiations with 
AT&T We are currently I" the process of balancing our long distance uaffitii between our new carrier and our erstmg canter, and we 
expect to r e a l m  cost ravings as this process IS completed 

Data revenues including revenues generated from Internet accesd, web hosting and high-speed data scrvv~ccs. for the three 
months ended September 30.2003 and 2002 were LE69 7 million and $70 0 mdlion, and for the nine months ended September 30.2003 
and 2002 were $212 2 mill,an and $202 2 million. respectively Data revenues a i  a percent of total revenues has increased from 
approxmately 32% for the quaner ended September 30. 2002 to approximately 37% far the quaner ended September 30,2003 We 
also believe that the continuing e ~ o l u t i ~ n  of communications networks will promote the integralion of VOW and data servicer over the 
same facilities thereby funher increasing the availability ofcost-effect8ve data offenngs 

The rate of growth mn our data revenues has been affected by negative trends We believe that the demand for high-end web 
hostlng SCWICFS has decreased tn response to a general economic slowdown Moreover. an over capacity of data center space has 
decreased pnces for there high-end S ~ N ~ C ~ S  High-end scrv~ces include dedicated hosting scrwces where we provide the customer 
wllh a dedicated computer server tn our data centers and c o l o ~ a l l ~ n  servtces where we provide data center space and services for a 
cu~tomer who locates its own computer server on our premises We believe that the general economnc slowdown has caused a 
delenoratton 
and any sale ofthis business would decrease our shared web hosting data revenues 

our shared hostmg busmess as well We are currently exploring the potential saleofourshared web hosting business 

Stmtlarly. the demand for ierwces we offer to network sewice providers who provide dlal-up Interne1 access servlces IS also 
expenencmg the effects of over capacity and decreased demand The resulnng financial hardshsp has lessened the number of these 
tmer of network s e r v e  piovlders Dunng 2000. we signed a long-term contract to provide an integrated 
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network sol~tion and cenaln S C ~ ~ K C S  to Genuiry Solutions Inc , a network serv~ces provider and operator of a nattonwlde internet 
network Our Cantra~t was established specifically 10 suppon Genulty's CuItDmer ~ontracts. including that with Amenca Onl~ne. and 
expires on December 3 I 2006 Under this conlract, Genuity cammmed lo pay us an aggregate of 5563 0 mtllmn over the ferm of the  
contract. subiect IO OUT performance under and the other terms and conditions of the c~ntmct  Genulfy assigned OUT Integrated 
Network Solution Purchase Agreement 10 a subsidiary of Level 3 Cammunieatms. lo< on February 4. 2003 W e  antupate that 
Level 3 will continue IO be our largest customer for the foreseeable future For the three months ended September 30,2003 and 200z 
revenues from thlr contracl were $27 3 million and $26 2 millton and for the nlne months ended September 30.2003 and 2 ~ 2 .  
revenues from this contract were $84 2 million and 1660 5 milimn respectively The revenues from thw conlract accounted for 14% 
and 12% of OUT 10181 revenues for the quaners ended September 30 2003 and 2002 respeclively and 39%" and 37% of our data 
revenues for the same periods In addman. appmxmately 85% of  the reciprocal compensation earned by us from other carriers 1s as a 
result of the  other carriers termtnatlng Level 3 traffic on our netuorks Reciprocal cornpensatton revenues for the three months ended 
September 30 2003 and 2002 were $4 0 million and 57 I millmn and for the n m e  months ended September 30, 2W3 and 2002 aere  
$19 8 million and 525 0 million, respectively 

The coniract  onf fa ins specific provisions that allow Level 3 to ( a i  decrease its purchase commitment m cenam s~tu~ttoos, 
including but not limiled to if Level 3'1 customer, AOL reduces i ts senices with Level 3 under Level 3's serv~cc relationship with 
AOL or (b)  to decrease the purchase commitment or terminate the c on tract If Level 3 receires a bona fide competitive offer for a 
cenain amount of services from a third pany for service9 Eimtlar ~n type to the serv~ccs provided by Company under the contr~ct and 
the Company does not agree to reduce i t s  price< io match the competitive offer In the event Level 3 IS requtred to use commercmlly 
reasonable efforts to move some of its existing business 10 Allegiance to minimize [he effect of any downturn ofbusinerr on 
Allegiance In  addition. Level 3 IS obligated to a l lo~ate  any such discontinuance ofbusiness proponionately across all of Level 3 ' s  
 supplier^ serving the area in which 4 0 L  requests a discontinuance ofservice Level 3 IS obligated when practicable to give us ninety 
days written notice of any discontinuance of serv~ce as a result ofa downlum m businerr from AOL Finally, Level 3 may not exercise 
INS right to reduce i t s  w w c e  as a re%ulc of a dou,nrum in business from AOL under the contract until after October I, 2003 Level 3 
has informally told us that 11 expects to suffer a downturn in business from AOL. but Level 3 has not provided us with any formal 
notice under the contract of the amount of downturn K C  w/II exprnence 

Level 3 has mdicated to the Company that tn 11s ~ o n t r a c l  with AOL. Level 3 has agreed to a scheduled reduction I" serwces 
beginning in the third quancr of2004 through the founh quarter of 2004 Level 3 has also told the Company that as a result of such 
scheduled downturn Level 3 expects 10 pass through a downturn of at least 39% of the  managed modem pons provided by the 
Company to Level 3 staning ~n the third quanei of2004 through the founh quaner of2004 !n addition to any downturn related to a 
reducnon in demand for services from AOL The Company plans to oppose any pass through ofthe scheduled downturn tn serv~ces 
from AOL In Ihe e x n t  that Level 3 1s successful m passing through the scheduled downturn to the Company. the Company IS unable 
at this time to determine with any cenainry the revenue Impact. If any, of such a pass through 

In the event that Level 3 receives a competitive offer from a third pany under the ~ o n t r a ~ f  and Allegiance does not match the 
~ ~ m p e t m v e  offer, ~ e v e l  3 may ellher reduce the purchase ~ommitment under the contract to the amount of services covered by the 
competmve offer or terminate the contract in its entirety If the Company matches a qualifying competitive offer. Allegiance will 
expermme reduced revenues under the conlracr Level 3 has indicated ,ha, 1 1  believes that the prices for the S C N ~ C ~ S  under the 
contract are above market and that ~t may seek competitive offers from third parties in conformance with the conlra~t If Level 3 does 
,eeewe a ~ ~ m p e t , t w e  offer that complies with the E O ~ I ~ ~ C I ' S  requirements. the Company could expenence reduced revenues under the 
contract 

The c ~ n t r a c t  also prowdes that i f w e  receive a going concern qualification or expenence an event of default as defined under 
our senlor credlt agreement, (a) Level 3 may excrci~e an eptton to purchase all of the dedicated assels and !nfmslruclure used hy us to 
provide the integrated network ~olution to Level 3 and (b) Level 3 would ~ t l l l  be requlred to continue to purchase cenain S C N I C ~ S  from 
US far the remamder of the term of the agreement If Level 3 exercises 11s option, 11 would be required 10 pay ( I )  for the dedicated 
assets, the remamng undeprectated value of the dedicated assets (as reflected on our books at the time of exercise ofthe o p t m i  and 
(2)  for the c r a m  servlces, the remamng overall value of the agreement less the amounts paid to purchase the dedicated a s s e l  and 
mfrastmcture Any such purchase transaction would require Bankruptcy Caun approval We have not received any notice from Level 
3 that ~t mends  to e x e r c w  11s nghts under this provision oflhe agreement 

We have received communications from Level 3 claiming. among other things. that we have failed to meet the applicable 
performance w m a n l m  under the contract. and that cenain rights that Level 3 has under the E O O L T B C ~ ,  Including. but not limited to, 
~ e v e l  3'3 abllny to requm us to secure another subcoaractor for cemm ~ervrces andlor Level 3 can terminate our ability lo supply 
such services may already be tnggered In addinon. Level 3 has claimed that 11 1s entttled to offsets against the August2003 and 
twvember 2003 payments for ~ l l e g ~ a n c e ' s  alleged failure 10 deliver certain services Finally. Level 3 has alleged that the Company's 
iadure to deliver certain serv~ces may constitute a breach ofthe c m t r a ~ t  We do not believe that we have faded to meet the 
performance warrantm alleged by Level 3, we do not believe that we have failed to deliver the Services alleged by Level 3. we do not 
believe that we have breached the c on tract. nor do we belteve that. even If Allegiance has not deltvered the services 10 accordance 
wtth the contra~t, that the offset amounts claimed by Level 3 are calculaled in accordance with the contract If we are found to have 
failed to meet the performance waranties under the contract. Level 3 may offset future payments to us and, If such failure ~OntlnUeS 
for an extended penod of tune. Level 3 could terminate the  ont tract 

sewm prowderr, except AOL among others If Level 3 terninale$ the contract the Company may offer services in competltlon wnth 
Level 3 to AOL and all other Internet service providers l f w e  were ID lose some or all o f the  revenues under thm contract, we do not 
bpheve we could implement suffiicmt cost-euttmg measures to affsel such decrease In revenues The resulting reductton In revenue 
(mcludlng reductton tn recnpmcal compensatmn revenues) andlor loss ofthis contract would have a matenal adverse effect on our 
busmess We are contmumg our negotiations with Level 3 to modify cenain service level warranties, remedies and penalties under the 
contract, as u,ell as other modifications 10 the contract W e  can provide no assurances that lhese negotlatlonr wdl be successfully 
concluded 

lfthe Company expenences a downturn m 11s services with Level 3, the Company may offer Similar services to other internet 

On November3,2003, Level 3 paid Allegiance approximately 1613 9 million of the $25 million quanerly payment due in 
November 2003 Level 3 offset agamf the quarterly payment approximalely $89 thousand for cenain offsets that Level 3 claims 11 1s 

November 2003 payment unul ~ e v e l  3 has an order from Ihe Bankruptcy Coun confirming Level 3's reservalion ofnghts  with respect 
10 Level 3's c l a t m ~  for offsets ~l legiance vigorously denies that Level 3 IS entitled to any of the offsets clamed by Level 3 

due for Allegiance's alleged failure to dehver csrlan pons I n  addttlon, Level 3 has wtthheld appio~imately S I  I 0 milllOn of the 
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Notwithstanding these trends and un~ertamiiei, we expect continued demand by small and medlum smsd bustnssr e u ~ t o m e r ~  
far dedicated mess  10 the Internet and megrated scw~ces Indeed. our Inregrated ACCCSS Service whch  dehvers hlgh-speed. "always 
on" Internet access and allows multiple vo~ce. data and Internet combmailom aver a single access loop remains our fastest growtng 
product offenng During the quaner ended September 30 2003. Integrated Access Senice represented approximately 31% of our net 
lines sold for the quaner (and when including all sew~ces  delwered \ la  TI c~rcu~ts  54% of OUT net lmes sold for the quansr) W e  
believe thar line chum rates (the n I e  a1 which customers disconnect their I m s t  for Integrated Access S e r v m  when voceand dam are 
bundled IS lower than that of our local voice S ~ N V ~ C ~  One of  the challenges *'e face ~n this area IS ongoing network cf iaency  and 
srrwce delivery improvements to retain the eompeewe  advantages oflhis s e n w  offenng 

I n  June 2002 we acquired subslanually all of the  assets and assumed cennin liabilities a f the  curtomerpremtre equ~pment 
(ales and customer premise equipment mamtenance business. also known as Shared Technologies Fauchdd. from Worldcorn 
Customer premise equipment bales and matntenance revenues for the three months ended September 30 2003 and 2002 were 
$27 8 million and $40 3 million and for the nine months ended September 30.2003 and 2002 were $91 I millton and $45 7 mtllmn 
rerpectively Customer premise equipment sales and maintenance revenues as B perceni of total mvenue~ IS approxtmstely 15% and 
18% for the quarters ended September 30,2003 and 2002 As a result of our bankruptcy unlll r e  recewed Bankruptcy Coun authorlfy 
10  procure limited bid and performance bands on October 8.2003 we had not been able lo obtain cenam bld and performance bonds 
or pro! )de other types of financial secunty as required by many of our cuslomers As B result we have lost cumnt  F U S I O ~ C T S  to OUI 

competitors and hare a reduced ability 10 gam new customers Moreover. some customers will not purchase SWICCI from companies 
an bankruptcy so cenaio opponunities are not avvilablr Io us The loss ofcunenr and polenlial cummen has impacted our revenues 
and wil l  continue to impact our revenues a i  long 87 there Conditions exist 

YeMnrk Expenses 

For the quaners ended September 30.2003 and 2002, network expenses were 596 8 million and $I I8 3 million. and for the 
inme months ended September 30 2003 and 2002. network expenses were $313 2 million and $295 7 million, respccwely Network 
expenses related to the Shared Technologies business. acquired m Julie 2002. included rn the quarierr ended September 30. 2003 and 
2002 were $16 8 millmn and $23 7 mdlion, and for the nine months ended September 30.2003 and 2042 were $53 9 million and 
$27 9 m~l lmn.  respectively Network expenses as a percentage oftotal revenues decreased from 54% for the quaner ended 
September 30, 2002 lo 5 I% for the quaner ended September 30.2003 While there can be no a ~ ~ u r a n c e  that we will be successful an 
creating or continuing the existing operating efficiencies, we expect to control costs and that network expenses as a percentage oftotal 
revenues will reduce over time We are performing an exfem~ve review of our network architecture and a rationalization of the overall 
profitability of our business on a ~ o l o ~ a m n  market and product basis AS such. we may decommission a c ~ l o ~ a t i ~ n  arrangement, 
rebuild or replace infrastructure facilities and reduce or sell entire markets In addition we may eliminate some products and services 
currently offered As a result of such evenis. we may be able 10 reduce our future network costs With respect to the implementation of 
this revie" and ratmnal~zatmn. we may conven a limited number of facilities-based customers to UNE-P, deploy alternate unbundled 
network element applicatmr,  or. ~n some mtances, eliminate a coIocat~on. product or sewice completely In addition, we are 
analyzmg our contracts and leases to determme those eiecutory contmts and unexpired leases relating 10 our network that may be 
burdensome to us and should be rejected pursuant to Section 365 of the  Bankruptcy Code l f w e  receive Banitluptcy Court approval to 
rqect any of these executory  contract^ or unexpued leases, we expect our future network costs to decrease a5 a result 

Gross margin has increased from 46% for the quarter ended September 30,2002 to 49% for the quaner ended Septembsr 30 
2003 The increase in gross margin i s  related, among other things to reduced network expenses related lo network optimization 
a c t ~ w i , e ~ .  as well as reducttons tn network expenses associated with the bankruptcy process Gross margin IS calculated as revenues 
less network expenses. dwded  by revenues We expect our gross margins to improve as we reject burdensome network contracts 
and /or enter into amendments or new c~nfracts with lower costs and as we realme cost effiiclenctes m our network over time 

Network expenses include 

the cost of leaslng local loop l h e s  which connect OUT customers to our network, 

the E O S I  of leasmg hlgh~capaclty d q m l  lines that interconnect our network and with the networks of the incumbent 
local exchange carriers, 

the cost of learing high-capacity digital lines that connect our swktchmg equipment to our Iransmission equipment 
located ~n the central offices of the incumbent l w a l  exchange currier. 

- 
- 
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rhe cos1 of enhancing our network, 

the cost ofcompleting local. to11 and lung dlstance call5 onglnated by OUT customers. tncludmg swlkhed access and 
reciprocal compensation charges paid by us 

the cost of long distance serw~es resold by us to our ~ ~ ~ t ~ m e r s ,  

the cost of leastng space tn mcumbent local exchange carlei central offiicea and the cost of electrlc power purchased 
from the incumbent for colocaring our t r an~mi~s ion  equpmeni. 

operating and msintenance expenses for dark fiber, 

the cos1 of customer premise equipment which has been sold by us and the cost of prowding mamtenance sen~cer  
on such equipment. 

the COFI of Internet trans11 and transpon, 

the cost of leasmg crnam ponmns of OUT natmwlde  Internet network. and 

for S h a r d  TeLhnologtes the costs ofqurpment  and labor for the ms1a11a1ton and maintenance ofeguzpmmf 

hetwork expense, do not include an allocation of our depreciation or arnoniration expenses 

1 he costs lo lease local loop lines, high-capacsy digital I -  I loop lines, and high-capacity digital Inceroffiice facilities from the 
incumbent local exchange carriers vary by carrier and by stale and are regulated under the Telecommunications Act of 1996 In 
v~nually all areas we lease local loop lines and high-capacity digital T-I loop lines from the incumbent local exchange carriers to 
connect our customers' premises to our transmission equipment colocvted m the central offices ofthe incumbent carriers In the areas 
of low density and traffic in the metmpolilan areas that we serve. we also depend on the ancumbent local exchange canters to prowde 
us hiah-capanty digital interoffice facilities IO connect our switch 10 our transmission equipment colocated IO the Incumbents' central 
offices In the areas ofhigh density and traffic tn our markets, 10 addition IO the incumbent carriers. there are other carriers from whom 
we lease high-capacity digital interoffice facilaier, we can generally lease those interoffice facilities at lower or comparable pnces and 
with higher network reliability than those interoffice fac!lities provided by the incumbent local exchange carriers We have 
increasingly focused on obtaining these high-capaaty digital interoffice facilities on dedicated fiber Even m areas of high density and 
traffic in our markerr, huwewr, rhe incumbent local exchange camers are somelimes the only avarlable source of high-capacity digml 
interoffice facllltler 

We expect that our network costs wil l  continue to be a significant pan of our ongoing EOSI af  services 

In  acsounting for the costs of constructing switching and transmiwon equipment for a new market. we capitalized ar P 

component of propeny and equipment only the initial non-recurnng charges associated with OUT network facilities 

f i e  incur "reciprocal compensation" EOSIS m providing both voice and data services and expect reciprocal eompen~atmn 
m s t s  to he a major p o n m  of our cost of se~y~ces We must enter into an interconnection agreement with the incumbent local 
exchange carner in each marker we provide ~ervice to make widespread salhng available 10 our cu~lomers and these agreements are 
approved by the stale regulatory agency These agreements typically set the cost per minute to be charged by each pany for the calls 
that are exchanged between the two camws'  networks Generally, a carner must compensate another came? when a local call by the 
first c m d s  customer terminates on the other tamer's network These reciprocal compensation costs are a variable cost that will 
grow as our customers' outbound calling volume gmws Over time, the rates for reoprocal compensation have deereased and m some 
of our markets we exchange local traffic with the incumbent local carner on a bill-and-keep basis (which generally means that netther 
carrier pays for the traffic that  terminate^ on the other carrter's network) We also IOCUT switched access charges for intrastate toll 
traffic we exchange with olher carriers The rates for intrastate access traffic are regulated by state authonties and are usually 
contained tn cameri access tariffs 

The cost of securing long distance service capacity is a vanable cost that increases m direct relationship to increases ~n our 
cutomer base and mcreases in long distance calling volumes W e  have entered into a new long distance agreement and have filed a 
motion with the Bankruptcy Coun to reject our emling long distance agreement We are currenfly engaged m negOtlalionS with 
.4T&T Although there can be no assurances that the Eankluptcy Coun grants this mofmn. If we are ruccesrful, OUT variable cost per 
minute for long distance S ~ W Y I C S I  wi l l  decrease If we are unsuccessful in rqecting this contract, we are required under that c0nuac110 
spend a minimum dollar amount each month 
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b e  install voice and data aggregation and switching equipment I" space owned 01 leased by other parties. including locatmg 
our equipment m ceniral oftices of local mumbent exchange carner~' networks We  CUT rent and ut~lsiy charges 
space We expect there EOSIS 10 generally remain cOnSlanl m the near future as we do not plan to expand to additional culo~ation sites 
We are m the process of cvaluallng our colocatlon space needs a i  pan of our bankruptcy and we may reduce the number of 
~ n l o ~ a t i o n ~  that we are currently occupying which could reduce OUT ~ o l o ~ a l i ~ n  expenses 

ieasmg ulls 

We sell  and inst011 telecommunications customer premire equipment and provide maintenance services on such equipment 
Our costs lo provide these products and ierwces include both lime and matertal costs These COSIP will increase or decrease m relation 
(0  the demand for [here products and senrces 

We have developed a national Internet data network by connecting OUT markets with leased high-capacity digital lines The 
costs of there lines ~ $ 1 1  increase If we nerd IO increase capacir, to address increased customer demand 

I We currently have a number of settlement-free peering arrangements with other Internet backbone providers Most ofthere 
arrangements are month-to-month and generally can be terminated by either pany upon notice I f  we lose any of these arrangements or 
if the other Inte~net backbone provider requires payment by US for the exchange of traffic OUT network costs may materially increase 

Selbng, General and Adminiitrahve Expenses 

For the quaners ended September 30, 2003 and 2002. selling general and administrative expenses were %86 0 million and 
%I 14 2 rnillm and for the nine months ended September I O ,  2003 and 2002 selling, general and administrative expense5 were 
$301 2 million and S 3 2 6  3 million. rerpecuvely Selling general and admmstrative expenses related 10 the Shared Teehnologie? 
business acquired I" June 2002, included tn the quaneri ended September 30,2003 and 2002 were $9 9 million and $13 4 m>llmn. 
m d  for the nine months ended September 30.2001 and 2002 were $14 6 millton and $14 5 milllan, respectively Selling. general and 
adminisrralive expenses as a percentage of total rtvenuei decreased from 52% for the quaner ended September 10.2002 to 465: for 
the quaner ended September 30. 2003 

Selling. general and administrative expenses have decreased due Io our cost containment effons (mcludtng a decrease I" our 
headcount), Increased c ~ l l e ~ l m n  effons, which have resulted zn a decrease in bad deb1 expense, and the achievement of cenain 
economies of scale as we have grown the business During the nine months ended September 30,2001. there decreases were parlially 
offset by the m l ~ n m  of sellmg, general and administrative expenses related tu the Shared Technologies business and by $9 8 million 
ofemployee bonuses paid including those under a key employee retention program 

Sellmg, general and admmrtralwe expenses include salaries. benefits and related personnel costs, administration and 
factlmes costs, sales and marketing costs. customer care and billing costs, inve6tor and media relations. ~nsurance, prohrstonal fees 
and bad debt expenre As a result of our transition from rapid revenue growth to a plan geared towards reduang cash u e d  ~n 
operat~ons and achlevmg posmve cash flow. we reduced headcount. including the number of sales teams dunng the second half of 
2002 and first three quarters of2003 Our total headcount decreased from 4.1 98 at September 30,2002 to 2,912 a1 September 30, 
2003 As of September 30,2003. the sales force. including sales managers and sa le^ admmatrators, had decreased to 793 from I 290 
as of September 30.2002 We expect sellmg, general and administrative expenses to continue to decrease as a percentage of revenues 
as we focus on reducing cash used. integralmg our operallons and achlevtng econom!er of scale tn OUT busmess We are analyzing OUT 

contracts and leases to determine 
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During the nine months ended September 30.2003 at the dtrectlon of the US Trustee tn our Chapter I I cases, we sold an 
Investment in ~ommercml paper in the open market 10 order to comply wlth OUT rewsed lnveslment gutdellner The sale was at market 
value and resulted in the realizatmn o f a  gam of $3 3 million 

Operstmg Losses 

Our loss from opcrsuons forfhe three and nine months ended September 30,2003 was $60 8 mdlton and S226 7 m ~ l l ~ o n .  
respectively Our 101s from operations for the three and nine months ended September 30.2002 was $86 1 mtllmn and $380 4 mtllvm. 
respectively 

Reorganization Items 

Reorganization items consist of costs associated with our bankruptcy proceedmgs that are not dlrectly attnbutable to thc 
ongoing operations of our business During the three and nine months ended September 30.2003, we mcurred $7 I mdlton and 
$9 5 million rerpeciively. m professional fees and recognized a gam of SI0 3 million and $10 8 million respectively related to other 
restructuring a c t i i i t m  We expect to continue 10 incur significant CO(II associated with our reorganization 

LIQUIDITYAND CAPITAL RESOURCES 

As ofSeptember 30, 2003, we had approrimalely $284 6 million of unrestricted cash and shon-term investments, compared 
with $284 3 million ofunrestricted cash and shon-term inveslmenll as of December 31.2002 We do not have any off-balance sheet 
financing arrangements, special purpose entities or asset lecun11zal~ons On June 26,2003. we received final B a n h p t c y  Cuun 
approval for the use of our cash COI I~Y~BI  under an Amended Final Order Aulhorizing Use of Cash Collateral by Consent (the "Final 
Cash Collateial Order' 1 n e  Final Cash Collateral Order among other things ( 1  I r e ~ t r i c t ~  our use of cash. (2) requires US to prepare 
and follow d budget and maintam P minimum weekly cash balance, and ( 3 )  requires us to provrde cemin financial operational and 
other mformmon to our ~ e n m r  lenders Under this Final Cash Collateral Order, we are required to continue incurring and paying 
interest under our senior secured credit agreement (at the applicable non-default rate of m e r e s 0  

As of September 30, 2003. we had $1.336 I million of outstanding liabilities subject to compromise including 
SI. I 15  5 million of indebtedness (including debt under our senior secured credtt agreement and two series of bonds) We are party 10 a 
senlor secured credtr agreement and two indentures As of  September 30. 2003, approximately S412 1 million of our indebtedness was 
borrowed under our senior recured credit agreement, as described in more detail below As of that same date, approximately 
S642 8 million o f  our indebtednesr was borrowed under OUT two indentures 

Our emttng cash and shon-term investment balancer 16 expected to decline dunng fiscal 2003 Decreased demand for our 
s e w ~ e s  or high customer churn, as noted above. could adversely impact our lhquidtty Customer demand for our s e r w c e ~  depends 2 "  

our ability to efficiently and timely switch customers from their prior camel to our sewtce, respond to custome~ sewm and 
bdlmg tsiues and provide quality service We expect to reduce OUT debt in the bankruptcy reorganization process. however. at thn  
tlrne, we cmnot predict the levels of debt that we will maintain after the reorganrzation process IS complete It  IS posstble that If the 
debt reduction IS not enough. because of operating performance or other factors, we may not be able to fully fund our operalmns. 
planned caplial lnvertments and debt service Please see the discussion below under the caption "Senior Secured Credit Agreement" 
and below under the caption "Risk Factors " 

our  financtal ~ T O J S C ~ ~ O ~ S  are based on forecasts of, among other things. customer demand and line chum, I e the rate a1 
whlcb cu i iomer~ dnscontinue their lines Customers leave our S C T W E ~  for a variety of reasons, ineludmg but not limited lo, the 
customer (a1 leaving our service area, (b) going out of business or downsirmg 11s business, (cl bemg unhappy wlth our ~ e r v c e  
(d) general market conditions, (e) leaving for better pricing. (0 needing a different telecom ~ o l u t l ~ n  that we do not prowde, 
(g) disruptions m service relating ID our network optimization actwitie~ and (h) concern regardmg our bankruptcy and financlal 
conditmn In the quaner ended September 30,2003, lhe average retail line churn was approxmately 2 6% and including wholesale, 
our average lane chum war approx~mately I 1% Line churn 1s the number of voice grade equivalent lines (for example, a filly- 
utnllzed data T- I counts as 24 lmer) that are disconnected each month divided by the total number of voice grade eqsvalenc lmes that 
we have ~n sewice at  the beginning ofthat month The line churn 1s difficult to forecast and 
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remains one of the specific challenges on which we are focused We expecl that retall lhne chum as well as reall and wholesale h e  
churn wil l  range between 2% 10 3% in 2003 We expect retail and wholesale line chum to improve m 2004 and beyond We have 
responded to high line chum wrlh many customer retenfmn inifialwe~ mcludmg. new s e w ~ e  offmngr. more a f t r a r r ~ ~  me pbnr. 
back office improvemenls. roll out of Sing1 eViea hilling system proactive contact ulth customers, and root cause resolut~ons The 
above chum metrm do not include chum related to businesses such as Shared Technologtes. Allegmce Burmess internet access 
rerwcer. or web hosting We are tn the process of decommissioning 22 o f  our co lo~a t ion~  and provisioning er;isttng cu~tomers served 
hy those colocaLions by alternative methods This may impact iustomei service and increase customer chum We can prowde no 
assurances that we will he able IO effectively manage or reduce our line chum If we are unable IO do SO. this wi l l  mster~ally affect OUT 
business re~enues and liquidity 

Decreased customer demand may also Stem from uncenainly ofour bankruptcy filing. the industry in which we compete and 
the general economy Many of our competitors have also declared bankruptcy, de-llrted from the public securities markets andiar 
identified financing problems Some o f  our potential customers as well a i  current customers have expressed concerns about our 
financial smhility tn light o f  our bankruptcy filing, the general economy and the lelecommunicatmni industry ~n general We bellere 
customer perceptm w 1 1  continue to have an impact on our ability to attract and retain  customer^ Specifically, our f inancd condttmn 
has limited our ability to secure hid and performance bonds which are required by some customers o f  OUT customer premises 
equipment sales and maintenance business Moreover, our customers may not purchase additional sewices and may cancel erirting 
servicr~ ar a iesull of our bankruptcy filing, our specific financial condition including the independent auditors repon for 2002 that 
cites condition$ which raise substantial doubt abaul our ability to conunue as a going concern, and general economic conditions 

For the quaners ended September 30,2003 and 2002, we made capital expenditures of161 9 million and 528 2 million. 
respecrwely For the nine months ended September 30 2003 and 2001. we made capital expenditures o f e l 5  9 million and 
$I 10 4 million respectively As of September 30.2003 we had transmiwon equtpment docated  in 85 I central offices Pur,uant to 
our current business plan. we expect to spend approximately the same amount far capital expenditures for the last qudner o f  2003 as 
that rpem for the fir51 three quaners of2003 We expect to fund OUT capital expenditures with available cash and future cash flow 

We have purchased dedmted fiber rings tn 24 ofour markets As o f  September 30, 2003, we had dedicated fiber rings tn 
operation in 24 markets including Austin, Baltimore Boston, Chrago. Dallas. Denver, Detrot Ft Wonh, Houston, Long Island. Lor 
Angeles. hex York Ciry Nonhem New Jersey. Philadelphia Phoenix, Pittsburgh, Portland San Antonio, San Diego, San Francisco, 
St Louts Seattle, Washington. D C ,and Whne Plains We have also acquired long-haul pom-to-pint fiber ~onne~t iv i ty  between 
several markets m the northeast corridor Our cost of fiber mcludrs bofh the amounls we pay lo rhe fiber provider as well as the cost of 
the electronic equipment that we purchase and mla l l  to make the fiber operational As of September 30.2lW3. our tofa1 costs have 
been $194 6 m~llion. and we are committed to spend an additional $143 5 million for lhis fiber. which will be incurred over the l i fe of 
these existing fiber supply 
are analyzmg our fiber ~ o n t r a ~ t s  I" hght o f  our bankruptcy and may need to reject cenain o f  such contracts pursuant to Section 365 of 
the Bankruptcy Code Altematwely. we may attempt to re-negouate these conlra~ls with the vendors Io obtain more reasonable terms 
m light o f  current market conditions 

CmtractUal Obligahons 

ending in 2023 We plan to fund this cost with our available cash and future cash flow W e  

The following i u m m a n z e ~  some of OUT future financial comm~tmenls at September 30,2003 and the effect such obligations 
are expected to have on OUT liquidity and cash flow ~n future periods 

Pawmlrdur b, Period 
L n s l h z n  Aft" 3 

Conlrarfud Oblwtions ( I )  TO,., I year I to 3 "e." 3 to 5 "*a" VI." 

Long-term debt (2) 
Principal payments 6 1 . 1 2 3 s  54 s 357 s 712 S 

Interest payments 420 104 185 131 

(dol1.m In   ill ion^) 

- 
- 

Capital lease obligations including interest(31 161 I I  23 25 102 

Other matenal long-term obligatmnr (3) 59 26 29 4 
Operaung l e a w  113 23 43 32 I 5  

Total contractual cash obligations $ 1.876 $ 218 $ 637 S 9 0 4 s  117 
- 
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(I ) We are analyzing our contracis and leases to determine those executory E O ~ ~ R C I S  and unexpired leases that may be 
burdensome to us and should be reiected pursuant to Section 365 ofthe Bankruptcy Code This table reflects any such 
executory contracu or unexpired leases that have already been rejected w t h  Bankruptcy Coun approval but does not reflect 
any additional executory ContraCli or unexpired leases chat may be rejected I" the future m our Chapter I I cases 

Aa discussed in more detail herein, as a result ofthe bankruptcy filingon May 14.2W3, there 1s an event ofdefault under 
our senior credit agreemenl and OUT mdenturer. as a resull of such events of default. under the terms of such agreement and 
indentures the financing arrangements are immedtately due and payable No adjustment that might result from the potemin1 
impact ofthese accelerat~on events or the bankruptcy is reflected ~n this table 

D w r  not include future obligations that may arise under purchase orders, since delivery of serwces under those purchase 
orders has no1 been made 

(21 

( 3 )  

Senior Secured Credit Agreement 

In February 2000 we closed on $500 0 million ofnew senior secured credit facilities which replaced our prior $225 million 
revolving credit facility These new senior secured credit facllit,er consi~t of a $350 0 million revolving credit facility and a 
I150 0 million delayed draw term loan faclllly lnterert on amounts drawn IS generally the 6~monlh  London Interbank Offered Rate 
plus 4 50% per annum Our senior credit agreement contains Certain rcpiesenturmns. warrnntie~ and covenants mcludmg many 
financial co\,enants 

Dunng the third quaner of 2001 we dre* 5200 0 million under the revolving credit facility and $150 0 million under the 
delayed draw term loan The interest rate applicable to this draw IS 5 68% per annum and w1I1 remain fixed until March 18, 2004 arid 
then II uill be adjusted based on the London Interbank Offered Rate in effect at that time I n  lune 2002, we requested a draw of the 
remaining $ I  50 million under the revolving credit facility The interest rate applicable to thts draw IS 5 50% per annum and udl 
r e m a r  fired untll December 26 2003. and then 11 u1I1 be adjusted based on the Landon Interbank Offered Rate I" effect at that time 

As ofJune 30. 2003, we had received $135 3 million of the $150 0 million requested ~n June 2002 with 3 ofthe 26 banks tn 
the bank syndicate refusing to fund our request On July IS .  2003. we entered into a settlement agreement wlth Bayerlsche Hypo-und 
Veremsbank and Bank Au~tria Creditanstalt Corporate Finance. Inc (collectively 1he"Banks") regardtng these fundtng disputes On 
July 29,2001. the Bankruptcy Coun approved thrr settlement agreement On July 3 I ,  2003. the Banks delwered the Net Fund% 
Obligation to us required under thts ~ettlemenl agreement tn the amount of $7 4 mlllton On October 24,2003. we entered mto a 
settlement agreement with Dresdner Bank AG regarding these funding disputes On October 27, 2003. we filed a motton wllh the 
Bankruptcy Coun for approval of this settlement agreement Ifapproved, Dresdner Bank AG would be ohltgated to delwer to us Its 
Ne1 fundmg Obllgallon of $5 I million 

The obllgatlons under the senior credit agreement are secured by ( I )  the capital stock of Allegiance Telecom Company 
Worldwide (which stock 1s owned by 115 parent holdtng company, Alleglance Telecom. Inc ) and (2) substanrlally all of the assets of 
~ i i ~ ~ t a n c e  Telecom Company Worldwtde and its subsidmnes, including the capital stock owned by Allegiance Telecom Company 
Worldwide tn each of 11% rubsidianes The Final Cash Collateral Order 8180 prowdes the senlor lenden wlth cenatn replacement llens 
as dercrlbed 
December I 2003 to among other things. challenge the senlor lenders prepelition liens, c lams or security lntsrests or the lenders' 
pre-petition obligations 

CRITICAL ACCOUNTING POLICIES 

such Order Under this Order and various Stipulation and Consent Orders the Creditors' Commmee has Until 

Our dlrcussmn and analysis of our financial condition and results of operattons 1s based upon OUT consolidated Ananclal 
statemem. whlch have been prepared m accordance with accounting principles generally accepted in the United States of Amenca 
The preparation of these consolidated financial Statements requires US to make esttmates and assumptlons about the effect of matters 
that are mhrrrntly uncenam These e~timates and assumptions affect the reponed amounts of ~ssets, Itabtla!er, revenues and expenses 
and disclosure of cont~ngent a ~ s e t s  and liabilities that exist at  the date of our consolfdated financial Statements Whde we belleve our 
est~mates are appropriate. actual results can. and often do 
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differ from those estimares 

Our E n i d  accounting policies are dlscursed below Each ofthere arras ~nvolves complex ~ituations and a h#gh degree of 
Iudgment either in the application and interpretation of existing literature or $0 the development of estimates that impact our financial 
statements 

Revenue Recognition We recognize revenues as we provide serv~ccs to ow customers Our revenue recognltm pollcier 
are designed to comply with all applicable accounting principles generally accepted in the United States of Amenca, miuding  SEC 
S,.ff Accolinring Bulletlo ho 101, "Revenue Recognilion in Finnncial Statemenrs" 
on revenue recognition as we l l  PI crilena for when revenue 1s realized and earned and related costs are incuned The applmtion of 
SAB 101 requires management's judgment on the amount and timing of revenue recognition Should changes tn condmans cause 
management to determine the revenue recognition Cnteria are not met for certain future transactions. revenue recognmd for any 
reponing period could be adversely affected 

SAB 101"l which provides additional guidance 

The assesmen1 afcollea~btli ty IS panlcularly cnuial  tn determining whether or not revenue should be recognized A ponton 
ofour revenues 1s for reciprocal compensation generated by falls placed to Internet service providers who are OUT cu~iomers In 
addition. a ponion of our revenues IS rwilched access charge revenue for connecting our voice customers to their selected toll or long 
dstance carrier% for outbound ca lk  or far delivering inbound loll and long distance traffic to OUT voice customen Our ability to earn 
reciprocal compensation revenues and switched access revenues as well 8s the rates IS [he subject ofnumerous regulstoryand legal 
challenges and bartous infrrc~nnc~tmn agreements Until these ~ssues are ultimately resolved, our policy IE to recognize these 
revenues only when r e d m t ~ o n  IS probable 

Accounts Rertirable A considerable amount ofjudgment IS required in assessing the ultimate realization of our accounts 
receirablr We evaluafe the collectibility of our accounts receivable based on P combination offastors We recognize allowancr~ for 
doubrful  account^ baaed on the length oftime the receivables are past due the current business environment and our historical 
experience In cxcumslances r,here we are aware of a specific Cublomer's or canids  mability 10 meet its financial obligations to us. 
we record a specific allowance against amounts due. to reduce the ne1 recognized recewahle to the amount we reasonably believe will 
be collected 

Some of our customers and mterconnecoon samers have sought bankruptcy protectmn. which has resulted 6n an increase m 
our allowance for doubtful accounts Forcurtomerr who have filed for bankruptcy. our policy 1s to fully reserve outstanding 
receivables for serv~ces provided in periods prior 10 their bankruptcy 6hng If the financial condmon ofour culomecs and lor 
mterconnectmg carners were to deteriorate further or If economic conditions worsened. additional allowances may be required in the 
future 

Network ~ x p e n s e r  We r e ~ o g n m  network expenses as the products and services are provided and delivered to us by our 
vendors The recognition of network erpenre and the related liabilitier for network expense requires certain estimates and a ~ s ~ m p t l o n ~  
to be made by management Our accruals fa, unbilled leased network facdities. network access charges, and equipment Lolocation 
charges are based on line count(. estimated usage, and active folocation sites Additionally. our accrual mcludes charges mvmced by 
network providers which are probable network expenses but have not yet been paid due to disputes wtth there camem Should 
changes m cundztmns or facts cause us to revise our estimates. our financial condition and results of operations could be slgmficantly 
impacted 

lmpmrmenf of Long-Lived Assets. We review the carlying values of propeny and equipment and mtangible assets for 
~mpairmeni in accordance with Statement of Financial Accounting Standards No 144. ' Accountmg for the lmpalrment or Depnsal of 
Long-Lwed Assets" ("SFAS 144") Under SFAS 144, we are required to identify current events or changes I" c>rcumstancer whnch 
mdtcate that the carrymg amount of an asset may no1 he recoverable If impairment indicators are present we analyze the projected 
undiscaunted cash flows associated with our pmpeny and equipment and intangible assets to d e t e m m  the f a r  value of these . l ~ ~ e l s  
Considerable managementpdgmea IS necessary 10 establishing the assumptions used as a bass  forthlr analyslr 

The commencement ofour bankruptcy proceedings IS a potenlral rndjsaxor that h e  canynng value of certain of our assets may 
not represent thelr far value We performed an analysis comparing estimated future cash flows to the carrying value of our property 

these estimates Should changer m condi tms  or facts cause us to revise our estimates. we could be required to record impairment 
charges 

and equipment and intangible assets at May 14. 2003 Thts analysts dtd not lndtcate that an tmpalrmenl exists as O f  May 14, 2003 
Although we believe our estimates and assumptiom used m thm c a l c ~ l a t ~ o n  are reasonable, actual resultS could vary rlgnlficantly from 

future permds which may have a significant impact on our results of operations 
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Other Matters W e  do not have any of the following 

Off-balance sheet financial arrangements 

1 rading U C I I Y I ~ I ~ S  that include non-exchange traded  ont tracts vccounied for at fati value 

Management has discussed the development and ~ e l e e l i ~ n  ofthese c r i t i ~ a l  mcounttng esttmaies wlth the audlt commlttre of 
our board of directors. and the audit Committee has reviewed our disclosure relating to them 

NEW ACCOUNT1 VG PRONOL'NCEMENTS 

h e  continually monitor and revise our accounting policies a5 developments occur The following recently tssued ace~unt~ng 
pronouncemcnlr may impact the tuture presentation of our financial condmon and results of operattons 

'Accounting far Asset Rettrcment Obhga tms  'This statement addresser financial accountme and repan~ng for ohl!gat,an, vrioctated 
with the rellrement of tangible long-lived assets and the associated asset retirement C O E ~ S  Our adamion ofthls statement dld not have a 
maienal effect on our financial position or results ofoperanom 

In June 2001 Ihe Financial Accounting Standards Board issued Statement of Financial Accounting Standards No 143. 

In June 2002 the Financial Accounting Standard3 Board issued Statement of  Financial Accounting Standards ho 146 
'Accounting for Costs Assorialed uith Ex11 or Disposal Actwilier " This statement addresser financml accounung and repanmg for 

costs vssorlalpd wilh exil or disposal actwines Adoption of this stalemen? IS required for exit or disposal activities mmated after 
Decembei 31 2002. u i t h  early applicatm encouraged Our adoption of thls statement did not have a m a t e d  effect on our financ~al 
posltlon or res"lK ofopcrat1ons 

In hovember 2002 the FASB's Emerging Issues Task Force ('ZITF"1 reached P C O ~ E ~ ~ ~ U S  on Issue No 00-21 "Revenue 
Arrangement? with Multiple Delirrrables '' EITF Issue ho 00-21 provides guidance on haw to account for arrangements that involve 
the dehvrw or performance of multiple products. senice6 andm rights to use assets The provisions ofElTF lswe hi0 00-21 will 
apply tu re\  enue arrangements entered into in fiscal periods beginning after June 15.2003 Our adootion ofthis statement did not have 
a rns,er,al effect on our financtal pOSlfl0" or reesdts ofoperatloni 

In May 2003. the Financial Accounting Standards Board issued Statement of Financial Accounting Standards No 150. 
"Accounting for Certain Financial Instruments with Charactenstics of both Liabilities and Equity '' This Statement establishes 
standards for hou  an issuer classifies and measures cenain financial instmments w t h  characteristics of both liabilities and equity This 
Statement i s  effectire for financial tnstrurnenls entered into or modified after May 3 I, 2003, and otherwise IS effeciive at the 
begmmng of the  first inlenm period beginning after June I S .  2003 Our adaption ofthir  statement, cenain provisions ofwhieh have 
been delayed, did not have a material effect on our financial position or result~ o f  operations 

CERTAIN RELATED PARTY TRANSACTIONS 

On ~ p n l  4, 2001, Anthony Parella. President of Shared Technologies, borrowed $3 0 million from us Mr Parella issued a 
promissory note payable to US. which note was payable on Apnl4.2004 In September 2001, Mr Parella borrowed an additional 
$I 2 million from us Mr Parella issued a full recourse promissow note (the "Full Remurse Note") payable 10 us for a total amount of 
$4 2 million plus pre\ iously accrued interest of $8 1,564 on the April 4. 200 I note The Full Recourse Note IS payable on Apnl 4. 
2004 Thm note accrues lnteiest at 2 73% per annum, which was the November 2001 applicable federal rate and inferest IS payable 
when thir note IS due In  the event Mr Parella resigns or IS terminated by us for cause (as defined in the Full Recourse hole). then this 
note will become immediately due and payable Under the Full Recourse Note, we have the nght to enforce the repayment obl tga tm 
of Mr Parella by looking to his personal assets The Full Recourse Note IS also Secured by a pledge of Mr Parella's Allegiance stock 
opmns .  as well as 350.000 sharer of Allegtance common stock The $4 2 million was used by Mr Parella to repay certain debt that he 
incurred in conne~tion with the purchase of land That debt was secured by Mr  Parella's Allegiance stock and he would have been 
forced to sel l  such stock to satisfy the debt I f  he did not obtain another means ofrepaying the debt We determrned that making the 
loan to Mr Parella was m the best interests of our stockholders because 11 allowed him to avoid a forced sale of hm shares and instead 
be able to take the rime necessary lo sell his land 

The loan to Mr Parella IS reflected in "other c u m n t  ~ S S ~ I S ' '  tn our financial statements l f M r  Parella does not 
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repay his loan under the lermi of his note. we will  have recourse to his Allegiance stock options. shares of Allegiance common stock 
and personal recourse 

Dunng the three and nine months ended September 30 2003. Swldler Berlm Shereff Fnedman LLP performed legal servlceS 
for us Andrew Lipman. a member of our hoard of  directors 15 P senlor partner at thtr law firm We recorded appron~mately $0 and 
$97,000 in legal fees by this firm ~n the three and nine months ended September 30 2003 respeclively We Intend IO conitnue ustng 
thls law firm ~n fiscal 2003 for a d w e  on legal matters 

FOR WARD-LOOKING STA TEMENTS 

Cenain statements in this repon c ~ n ~ t i l ~ l e  "forward-looking slatementi" within the meanmg of the  Prjvare Securltnes 
Litigation Reform Ac1 of 1995 and we intend that such forward-looking statemenu be subject to the safe harbors created by ihls las 
You generally can identify these rtatementr by OUT use of forward-loaklng ao ids  such as "plans," "estimates " '  bellever." ' i e ~ p ~ t ~  " 

' may. "'unll " "should ' or "anticipates" or the negalive or other varlatlon~ of such terms or comparable term~nology. or by dmcusston 
of strategy that mvolre risks and uncertainties W e  often use these types of statements when dmcussmg our plans and strategies our 
anticipation of revenues from designated markets. and Statementi regarding the development of our buanesres. possible impact of OUT 

bankruptcy filing on our business, possible acf ion~ by the Bankruptcy Coun, the Creditors' Commmee. our senior lenders or orher 
creditors. the markers for our sewices and products. OUT anticipated capital expenditures. operations suppon systems or change5 m 
regulatory requirements and other statements contained in this report regarding matters that are not hirtoncal facts 

We caution you that these forward-looking sntements are only predicrms and rbtimates regarding future events and 
 circumstance^ W e  cannot assure you that we will achieve the future results reflected in these statements The nsks we face that could 
cause "I not to achieve there results are many and inclcde but are not limited Io the risks discussed in this repon as well as our ability 
to do the following in a timely manner. ai reasonable costs and on satisfactory terms and conditions 

our ability lo obtain C O U ~  approval with respect to motionS in our Chapter I I cases prosecuted by us from time to 
time. 

OUT ability IO develop, prosecute confirm and consummate one or more plans of reorganization with respect to the 
Chaprer I I cases, 

risks associated with third parties seeking and obtaining court approval Io terminate or shorten the exclusivity penod 
for Allegiance Io propose and confirm one or more plans of reorganization. for the appointment ofa Chapter I I 
tmstee or to conven the Chapter I I cares IO Chapter 7 cases. 

our ability 10 obtain and maintain normal and reasonable terms with vendors and service providers and 10 maintain 
 contract^ that are critical to our operatmns. 

our ability to perform under and mainfain our Level 3 customer contract. 

Daleen SoIution~, Inc 's ability to perform under 11s billing sew~ces ~ ~ n f r a c f .  

the potential adverse direct and indirect impact of the Chapter I I cares on our business. 

the costs and availability of financing. 

our ability to execute OUT business plan. including our ability IO provide quality customer service and develop 
efficient operations suppon systems and other back office systems, 

OUT ability 10 attract. motivate andlor relain key employees, 

regulatory, judicial and legislative developments. 

general economic conditions. and 

the effects of the  war I" Iraq and any other hostilities or act ofwar or any terrorist attack 

You should consider all of our subsequent written and oral forward-lookmg Statemenu only in light of such eautmnaly 
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Slatements You should no1 place undue rellanse on these forward-lookmg Slatements and you should understand that they represent 
managemmi's viev only as ofrhe dates we make them 

RISK FACTORS 

Our businesses are subject to a number ofrisks including (I) bankruptcy related rtsk factors. and (x i  peneral busmess and 
financial risk foactorr Any or all of such factors. n,hich are enumerated below, could have a material adverse effect on the busmess 
f inancd condition or results of o p e r a t m ~  of our company 

Our operations may bo disrupted due to the filing of the Chapter I I proceeding On May 14 2003. we filed v o l u n t a ~  
petitions for relief under Chapter I I o f the  Bankruptcy Code The impact that the Chapter I I cases may have on our opera tms  cannot 
be accurdely predicted or quantified S m e  the announcement ofthe amendment to our sentor credlt agreement tn November 2002, 
the challenger of selling our lelecommunicalions products and services to new and existing customers has mcreared In pamcular, 
Since the announcement of our receipt of a going concern qualification from our independent public accounfnnt~ ~n March 2003. 
customers have in some cases declined to conduct business with our company and cenain vendors have either declined to conduct 
business with us or have asked for deposirr letters of credit and other forms ofsecurity pnor to providing services 10 us In addmen. 
n e  h a w  had difficulty in obtaining bid and performance bonds which are required by some ~ u s i a m e ~ ~  of our curtomer premtre 
equipment sales and mainlenance business We have a h  experienced the loss oftalented key employees and could rxpcnence more 
I U I M S  ofkey mlenl in the fufurc attributable Io our reorganization cfioons The c~nf inuatmn ofthe Chapter I I cases could funher 
adversely affect OUT operations and our current and powntial relationships with our customers. employees supplten. and other 
representa,,ves 

Any plan of reorganization that we propose may not be acceptable to our creditors and other rtnkeholdorr and/or ma) 
not be confirmed by the Bsnkruptry Court. If our plan 1s not confirmed andioi an altemauve reorganization cannot be agreed upon 
11 15 possible that the company may be sold under Section 363 ofchapter I I o f the  Bankruptcy Code 

We may lose exclusivity by failing lo  wbmit a plan of reorganmalt0n by the end of the e~rluawity penod. Allegiance 
currently IS the only pany able to submit a plan of reorganization m i ts bankruptcy proceeding However I f  we do not submit a plan 
of reorganization b) December 16,2003. or any extension. any party in interest may submit a plan ofreorganizatm that may include 
the sale of the company pursuant10 Section 363 ofchapter I I Bankruptcy Code 

Any sale of the company may not include all of the assets of the company. There can be no assurances that if we enter 
into a sale of the company under Section 363 of Chapter I I Bankruptcy Code that any assets not sold will be operated as a going 
concern 

Our common stock and high-yield bonds are unsecured and located at our holding company and a9 a result. P 
restructuring of our debt may rubrtsntislly reduce the Y ~ I u ~  of our bonds and common stock, potentlally to ZCIO. We operate 
our busmess through subsidiartes and have no matenal assets at OUT holdmy, company, Alleglance relecom, Inc , other than the 
common stock of our main operating company. Allegiance Telecom Company Worldwide Our holding company IS the issuer of OUT 

iommon stock and our htgh-yield bonds These securities are not guaranteed by any ofour operating subsidlanes and therefore have 
no c l a m s  agamst the assets ofthose operating subsidlanes As such. all ofthe assets ofthose operating subsidiaries are subject to the 
c l a m s  of our senior secured creditors and our unsecured creditors a t  our subridialy operating companies Moreover. the only material 
aslei of OUT holding company, the common stock of our main operating company, Allegiance Telecom Company Worldwide, IS 
pledged as collateral to our senior secured creditors The rights and claims of various creditors and secunty holders will be determined 
by a plan of reorganzatmn that IS confirmed by the Bankruptcy Coun Under the pnonty NIPS established by the Bankruptcy Code. 
cenatn post-petmon ltabllttm and pre-petition liabilities (I e ,  our senior secured debt) of a debtor need to be satisfied before 
unSeEured crediton or stockholders are entitled lo any dmnbutron We have proposed matenal reducuons m OUT level ofsenior 
secured debt and bellere that this 1s required to have a feasible reorganization plan Any Chapter I I plan filed by us may provide that 
unsecured creditors of subsidlanes of Allegiance Telecom. Inc will need to be satisfied before any d t smhu tm to the unsecured 
credrtors or stockholders of Allegiance Telecom, Inc As a resu11, a plan of reorganization could result tn holden of our bonds 
rece~tng  l m l e  or no value as pan ofthe plan of reorganzation Based an current discussions with OUT creditors regarding a plan of 
reorgamzatton. OUT common stock wdl probably receive no value as pan ofthe reorganization In light ofthe foregoing, we consider 
our bonds and common stock to he highly speculative and we caution the holders of such iecunties that such secuntm may ull!mately 
be determined to have no value Accordingly. we urge that extreme caution be exercised with respect to extstmg and future 
mvestments tn any ofsuch securifie~ and claims 
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